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HE PROBLEM of the relationship between law and economics is 

not new. It is a problem with which legal education has been 

struggling for some time. It is an important problem even 
though there have been periods in American legal education when its im- 
portance has apparently not been recognized. Today the importance of 
some education in economics for lawyers seems more apparent as social 
legislation has created new forums in which the lawyer’s duty is to present 
the economic facts and to argue the legal implications of economic 
policies. 

We may suspect that economics has always been important for the 
lawyer. The Brandeis brief and its contribution to advocacy is within 
recent history, but courts and legislatures have always, although perhaps 
somewhat less consciously, taken into account what appeared to them to 
be the economic circumstances which might determine a legal problu. 
The Brandeis brief showed how modern methods for the collection of data. 
might illuminate and thereby change the legal judgment on complicated 
social problems. But the common law cases on negotiability, price fixing, 
freedom of contract, and responsibility for industrial risks have shown an 
awareness by the courts of prevailing economic doctrines. The problem 
as to law and economics therefore has really never been whether the two 
are related but rather by what means economic doctrines and facts should 
be brought to bear on the legal determination of social problems. 

In part because of the Brandeis brief and modern methods of fact col- 
lecting, the suggestion has sometimes been made that the promise of the 
relationship between law and economics would be in part fulfilled if 
lawyers were trained in modern methods of fact analysis and collection. 
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It has further been thought that data relating to our great modern in- 
stitutions should be infused into law study by making available to law 
students the institutional data that has been collected. There has been an 
awareness also that prevailing economic theories, whether correct or false, 
have played their part in shaping legal theory and therefore some discus- 
sion of the theories and rhetoric of economics was an appropriate part of 
the law curriculum. But the methods and devices by which all this should 
be accomplished have never been made clear. 

We at the University of Chicago Law School believe that substantial 
progress has been made towards an effective integration of law and eco- 
nomics in the law school curriculum. Such progress as has been made, and 
we believe will be made in the future, is due in the greatest degree to 
Henry C. Simons, late Professor of Economics in the law school. 

In 1933 the school began its experiments in the integration of the study 
of law with that of economics, history, moral and political philosophy, and 
other related fields. In this period Professor Simons taught economics as 
part of the “pre-professional” program of the school. Of first importance, 
however, in the development of the school, was the informal seminar in 
economic theory conducted by him for members of the law faculty. In 
this seminar, and in conferences through the years immediately following, 
were developed our views not only as to the extent and type of study of 
economics necessary for the training of lawyers, but also as to the sequence 
and arrangement of fields of law in which underlying issues of economic 
policy might most fruitfully be explored. 

Simons was insistent that three general problems relative to economic 
activity must be clearly distinguished: first, the problem of controlling 
the allocation of resources among the various uses and of determining rela- 
tive prices of various goods and services; second, the problem of business 
fluctuations; and third, the problem of inequality. As explained elsewhere 
in this issue, he was profoundly convinced that the preservation of po- 
litical freedom requires that the first of the three problems be worked out 
through freedom of enterprise and free markets, with appropriate legal 
institutions protecting markets from restraints and monopoly and pro- 
moting responsibility in business decisions. He was convinced also that 
the presumption is against subsidies, that hidden subsidies are always 
bad, and that a subsidy should always take a form which requires the re- 
cipients to defend its continuance. He gravely mistrusted efforts to deal 
with the problem of depressions or that of inequality by measures which 
interfere with the operation of free markets and which introduce hidden 
subsidies. 

Simons’ analysis thus furnished a structure in which the subject matter 
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of the basic legal fields was re-examined, and in the light of which the 
organization and teaching of many of the courses were altered. Take, for 
example, the rules concerning the liability of employers and its extension 
through workman’s compensation acts. Are these rules to be understood as 
devices to reduce inequality by shifting the burden of industrial injuries 
on the principle of ability to pay? Or are they to be understood as efforts 
to require business enterprises to act responsibly in the light of all risks of 
the enterprise, efforts to require that all of the social costs of economic 
activities shall constitute costs of firms operating in the field, efforts to 
prevent subsidizing activities where risks of injury are high. The latter 
analysis has significance also for many problems of “absolute liability” in 
the law of torts. It may also be seen behind the cases which hold a parent 
corporation immune from debts of its subsidiaries only if the subsidiaries 
are “adequately financed” for the risks of their operations. 

The influence of Simons’ analysis has been even more extensive in 
fields of law Which have been marked by conscious and comprehensive 
legislation. Simons believed that the second general economic problem— 
that of fluctuations of business activity—should be dealt with by the 
removal of monetary uncertainty; that is, by the maintenance of a rela- 
tively stable general price level through strict control of the supply of 
money and through government fiscal policy. The problem of inequality, 
he insisted, should be dealt with as one of tax reform, extension of social 
services, and relief. His program showed the sharp contrast between 
laissez faire as the slogan for opposition to all government control of busi- 

sness and laissez faire as referring to freedom to operate within a legal 
framework designed to preserve competition. 

Reconsideration of legal fields in the light of this analysis brought to 
the fore interrelations between the fields which had been neglected. Thus, 

_ it came to be seen that problems of bankruptcy and corporate reorganiza- 
tion are not adequately understood when isolated from the study of the 
anti-trust laws and industry regulation of the type illustrated by the 
NRA codes. Again, the federal revenue system cannot be understood 
apart from the basic problems of hidden subsidies and incentives to invest 
or apart from problems of the control of industrial fluctuation and the 
distribution of income. 

In short, what Simons brought to the law school and to legal education 
was an integrated theory of political economy. Other theories could be- 
come clear by difference or contrast. The important problems of law be- 
came illuminated. Another way of putting the matter is that Simons, be- 
cause of the rigor of his thinking, forced attention first to the question as 

to whether or not the problem under consideration had any real signifi- 
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cance. Here the clarity of Simons’ own thinking helped us to an under- 
standing of the basic sameness of the important legal problems and the im- 
portant economic problems. The problem of the hidden subsidy was seen 
as a segment of the larger problem of political responsibility in a de- 
mocracy. The problem of judicial legislation resulting in the hidden sub- 
sidy then could be better understood. The Appalachian Coal case’ could 
be seen as a bridge between the problems of bankruptcy and of competi- 
tion, standing in a depression setting illuminated by Simons’ insistence 
that the problem of business fluctuations would never be solved by pro- 
moting stability through restraints of trade. 

Simons’ contribution of course does not stand alone. His contribution 
to legal education was made along side of comparable work by Underhill 
Moore and William O. Douglas and Walton Hamilton—to mention only a 
few. It is a contribution which changed the curriculum at the University of 
Chicago Law School. Possibly the most striking change is in the work of 
the senior year of the new law school program in which twWo-thirds of the 
students’ time is devoted to a sequence called Law and Economic Organ- 
ization. Here are considered as a unit problems of industrial and labor 
organization, the determination of prices and wages, monetary and credit 
control, taxation and fiscal policy, corporate capital structures and re- 
organization.” 


It is in the field of taxation and fiscal policy that Simons’ contribution 
to the work of the school has been most detailed, but his contribution to 
the general structure of the program has been invaluable. Successive 
generations of law students—of every shade of social and political inclina-, 
tion—have found in his analysis means for deepening their understand- 
ing of legal institutions and criteria for testing proposals for legal change. 


* See Rostow, Bituminous Coal and the Public Interest, 50 Yale L.J. 543 (1941); Hamilton, 
Coal and the Economy—a Demurrer, ibid., at 595; Rostow, Joinder in Demurrer, ibid., at 613. 


* This sequence was described as follows, in the announcements of the school for 1941-42, 
before the war-time adjustments required the division of the material into smaller course units: 

Law and Economic Organization.—A study of the effects of legal institutions upon the 
operation of the economic system and of the influence of economic factors in the development 
of legal institutions. 

a) Monetary and credit policy and the control of industrial fluctuations. The Federal Re- 
serve System and supplementary controls. Critical examination of current views as to the 
“business cycle.” 

b) The effect of industrial and labor organization on the processes determining prices and 
wages, and the legal devices and institutions designed to control or implement the various types 
of organization considered. Anti-trust laws; governmental price-fixing, including utility rate 
regulation; the legal status of unions and of typical activities of labor; union organization and 
collective bargaining under federal and state statutes; wages-and-hours legislation. 

c) Problems of investment, debt, and failure in a fluctuating economy: corporate capital 
structures, “debtor relief,” corporate reorganization plans. 

d) The law of federal taxation—income, estate, and gift taxes. Problems of fiscal policy 
with reference to industrial fluctuations and the distribution of income. 





THE TESTAMENT OF HENRY SIMONS* 


Joun Davenrortt 


“Tes old economics,”’ wrote Henry Simons a year ago in his devas- 
tating review of the Beveridge program, “is commended by its 
normative implications Its strength is in its implied po- 
litical philosophy. Its wisdom is that of seeking solutions which are within 
the rule of law, compatible with great dispersion or deconcentration of 

Certainly another kind of system, ruled by authorities, might 
be more efficient and more progressive—if one excludes liberty as an aspect 
of efficiency and capacity for freedom and responsibility, among indi- 
viduals and among nations, as a measure of progress. Discretionary au- 
thorities, omniscient and benevolent, surely could in some sense do better 
than any scheme involving democratic, legislative rules But some 
of us dislike government by authorities, partly because we think they 
would not be wise and good and partly because we would still dislike it if 
they were.” 

Henry Simons, professor of economics at the University of Chicago, is 
dead but he has left behind him an enduring testament. It is a testament 
of the worth of political economy—the type of thought, so conspicuously 
absent in our times, that marries economic analysis to political values. It 
is a testament of liberty profoundly prejudicial to all collectivist solutions. 
Simons took up that fight early when the majority of the American in- 
telligentsia had lost faith in American tradition and were looking to 
Moscow if not to Berlin to point the way of the future. Now that the folly 
and inhumanity of all-out statist planning are apparent to all but the blind, 
it is perhaps unnecessary to labor the negative contribution of his philos- 
ophy. But the fact is that the prodigal sons, who are currently coming 
home from the world of totalitarianism, have no positive program for the 
U.S. in their pockets. American liberalism is in a state of complete con- 
fusion if not collapse. ‘ 

It is in this context that the work of Henry Simons takes on profound 
importance. For it was his privilege and duty to reassert in an age of 
doubt the truth of libertarian doctrine and to adapt it to the needs of the 
times. For his pains he was called a reactionary by professional Jeftists and 
a dangerous radical by some conservatives. But the more his writings are 
studied, the more it will be found that he was a conservative in the best 


* [Reprinted from Fortune, September, 1946; copyright Time, Inc., 1946.] 
t Board of Editors, Fortune. 
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sense of that word (conservare—to conserve) and a radical only in the 
sense of a man who goes to the roots. “A political movement,” he wrote, 
“which is conservative in its objectives must be radical in terms of its 
means. Those who hope for dictatorship, whether under proletarian or 
fascist symbols, may rather fittingly refer to us as the impractical vision- 


. ” 


aries 


CAPITALISM AND THE POLITICAL STATE 


The vision that Simons offered to this country was old, and it was new. 
It was old in that it rested on the dignity and worth of the individual and 
on the belief that the bulwark of individual liberty cannot be disassociated 
from the preservation of the free competitive market. “The great enemy 
of democracy,” wrote Simons, “is monopoly, in all its forms: gigantic cor- 
porations, trade associations and other agencies for price control, trade 
unions—or, in general, organization and concentration of power within 
functional classes.’”’ But it was likewise his business to reassert what is im- 
plicit in all liberal thinking but too easily forgotten, that free competition 
cannot be preserved without a government able and willing to lay down 
the rules of the road. “The representation of laissez-faire as a do-nothing 
policy is unfortunate and misleading. It is an obvious responsibility of the 
state under this policy to maintain the kind of legal and institutional 
framework within which competition can function effectively as an agency 
of control.”’ For Simons this meant on the one hand the rigorous prosecu- 
tion of antitrust policy, and on the other hand an honest and effective 
monetary policy designed to prevent boom and violent deflation. His in- 
dictment of American government was that it had done neither: ‘The 
so-called failure of capitalism may reasonably be interpreted as primarily 
a failure of the political state in the discharge of its minimum responsi- 
bilities under capitalism.” 


A MIDWEST PRODUCT 


The issue that Simons drew was therefore not between plan and no 
plan but between planning for freedom and planning against it. When he 
died June 19 in Chicago at the age of forty-six he stood at the height of his 
intellectual powers but had scarcely come into his own. A twenty-five- 
line obituary in the New York Times was deemed sufficient to tell his story 
and no doubt accurately reflected his popular fame. New Deal prophets, 
who had felt the whiplash of his invective, of course knew of and respected 
him. Businessmen busy about the work of the world were largely too busy 
to understand his contribution to the system they never tire of eulogizing. 

Simons was a midwest product. He was born October 19, 1899, in the 
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little mining town of Virden, Illinois. He was educated at the universities 
of Iowa, Michigan, and at Chicago where he was closely associated with 
that profound scholar of liberalism, Frank Knight. Students remember 
him not for his platform manner but for his quiet, ever persuasive con- 
versation. In appearance he suggested at times the capable man of affairs, 
and his interest in practical political questions was intense. But Simons 
made few trips to the nation’s capital, holding that scholars are lucky if 
they have some little influence not on day-to-day events but on basic 
ideas. His energy flared within. 

Simons left behind him one completed full-size book, Personal Income 
Taxation. His lasting influence will also rest on a small tract, A Positive 
Program for Laissez Faire, published by the University of Chicago in 
1934, and a handful of great reviews and articles largely published by the 
Journal of Political Economy. These include “Rules vs. Authority in 
Monetary Policy” (February, 1936), “Hansen on Fiscal Policy” (April, 
1942), “Some Reflections on Syndicalism’” (March, 1944), “On Debt 
Policy” (December, 1944), and finally “The Beveridge Program: An Un- 
sympathetic Interpretation” (September, 1945). Other occasional essays 
will be included in a forthcoming book. But the above articles, scattered 
fragments though they be, are enough to give the drive and power of his 
thought. 

Rereading these articles today, one is struck with the brilliance of 
Simons’ expository power as well as with some glaring defects. As a writer 
Simons never sufficiently distinguished between those phases of his 
thought that were fit material for the “mighty line” and those phases 
that called for more sober presentation. He wrote at full gallop whether 
his subject was the sins of collectivist philosophy or whether it was the sins 
of “fractional banking.”’ He scaled the heights of rhetoric only to fall at 
times heavily into the depths of maddening obscurity. In his review of Dr. 
Alvin Hansen’s book, Fiscal Policy and Business Cycles, Simons loses 
many a trick by dealing with the intricacies of monetary theory in the 
tone of a Cicero denouncing Catiline. Yet few essays touch Simons’ open- 
ing where eulogy of Hansen’s skill as writer and thinker wickedly leads up 
to the paragraph beginning: “‘But I come to bury Hansen—albeit re- 
spectfully and despairingly.”” And few drive on to more devastating con- 
clusions: “There is no sense in designing elegant financial appurtenances 
for an institutional structure whose foundations of free exchange, free 
enterprise, and free occupational migration are disintegrating rapidly— 
unless one is prepared to give some attention to these foundations too. 
Hansen’s prescriptions seem excellently contrived to hasten the disinte- 
gration.” 





THE UNIVERSITY OF CHICAGO LAW REVIEW 


RULES VERSUS CHAOS 

Simons’ quarrel with Dr. Hansen and “that substantial company of 
intellectuals, following Keynes and recklessly collectivjst, whose influence 
grows no less rapidly in academic circles than in Washington” can be un- 
derstood only in terms of his broad indictment of the New Deal. While 
posing as a liberal “reform” movement, bent on saving the enterprise 
system, the New Deal in fact stood for a series of improvisations reaction- 
ary in their long-run implications. As early as 1934 Simons wrote: “‘One 
cannot criticize the policies of the present administration without seeming 
to approve those of its predecessors. In fact, one must condemn the Demo- 
crats mainly for their wholesale extension of the worst policies of the past. 
The NRA is merely Mr. Hoover’s trust policy and wage policy writ large. 
The agricultural measures and many other planning proposals are the logi- 
cal counterpart and the natural extensions of Republican protectionism. 
The gold policy and the silver legislation, like the Federal Reserve System, 
lead from a bad monetary and banking system only into something 
worse.” 

As the above passage indicates, Simons was the first to argue that the 
debacle of 1929 called for strong monetary reform. Indeed, a properly 
functioning money system might have greatly mitigated, if not prevented, 
the excesses of the twenties. What appalled him as the thirties wore on 
were the temporizing measures undertaken in this field by the Administra- 
tion, and their political consequences. Undertaken first as an emergency 
measure, deficit financing was soon justified as necessary on the ground 
that the American economy had achieved permanent “ maturity.’”’ What 
was begun out of humanitarian motives degenerated into the cynicism 
attributed to Harry Hopkins: “We shall spend and spend, and tax and 
tax, and elect and elect.” 

Clearly here was no new fiscal morality worthy of the name. Sound 
monetary policy, Simons held, must be based on some kind of rule and 
principle. The proper rule for government action, he came to believe, was 
not the maintenance of this or that level of employment (a criterion 
peculiarly subject to “ politicking”) but the maintenance of a tolerably 
stable level of prices, or what amounts to the same thing, a tolerably stable 
American dollar. To this end he held that government must assume pri- 
mary responsibility for the money supply, taking this crucial power away 
from the commercial banks. But at the same time government itself must 
be far more economical in its exercise of power than at present—and far 
more honest. 

Specifically, Simons hoped that the clear-cut assumption by govern- 
ment of responsibility for money might in itself greatly reduce the need for 
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positive fiscal action. Whereas spenders constantly emphasized bigger and 
bigger federal appropriations as a means of stimulating the economy— 
dreaming up all manner of work projects and so-called “investments” — 
Simons pointed out that the money supply can be just as well increased 
in time of depression by reduction of taxes. Finally, he saw only obfusca- 
tion, if not dishonesty, in the constant financing of government deficits 
through enormous borrowing operations. If the state wishes to increase 
the money supply let it openly print. If it wishes to decrease the money 
supply let it retire currency through either taxes or the issue of long-term 
bonds to the public. Under an ideal system, Simons held, the government 
would deal in only two kinds of paper: currency and consols, or perpetui- 
ties, selling in the free and open market. “I have never seen,’’ he wrote in 
“On Debt Policy,” “any sense in an elaborate structure of federal debt. 
The national government must, of course, provide and regulate the cur- 
rency—a task it has never faced... . . In wartime and in peacetime we 
should issue currency and (or) bonds. We should never disguise currency 
as bonds or conversely.” 

These necessarily technical suggestions should not obscure Simons’ 
main point. What distinguished him from most “new economists” was his 
insistence that if the state is responsible for maintaining over-all stability 
it cannot proceed on an ad hoc and discretionary basis. There must be a 
true ‘‘monetary constitution.” ‘An enterprise system cannot function 
effectively in the face of extreme uncertainty... .. We must avoid a 
situation where every business venture becomes largely a speculation on 
the future of monetary policy.” But to his everlasting credit he also saw 
that monetary prescriptions were not enough. Sticky prices and wages 
played their part in intensifying the crash of 1929. Conversely a govern- 
ment bent on arresting depression must always see its hopes dashed unless 
it follows through with other measures to encourage enterprise. In the 
event, the New Deal never was able to generate full recovery until the 
exigencies of war put the whole American population to work. But the 
experience of war, as Simons pointed out, proves if anything too much. 
War spending “‘worked”’ but only at the cost of the institution of direct 
control over rising prices and wages. Without these controls—as Bev- 
eridge in England has now admitted—unrestricted spending to produce 
full employment becomes simply an invitation to perpetual inflation. 


TRADE UNIONS 







Simons believed in the very antithesis of direct price and wage con- 
trols—i.e., in the beneficent forces of competition to keep prices in line 
and to hold wage rates where employment will be maximized rather than 
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fatally restricted. In the end his emphasis on competitive doctrine, and 
his courage to apply it without let or favor, is therefore his lasting contri- 
bution. Simons’ corporate reforms would, if applied, be about as popular 
among U. S. industrialists as were his ideas in the field of banking. He was 
suspicious of the vaunted internal economies of “‘bigness’’; at least he 
wanted to be shown. For natural monopolies he proposed outright social- 
ization as better than government regulation. But for the great run of 
business enterprises he proposed simple if far-reaching measures including 
transfer to the federal government of the exclusive power to charter, limi- 
tation upon the total amount of property that any corporation can hold, 
and limitation on control of subsidiary corporations. 

But it was not in industry, he correctly saw, that the crucial problem of 
monopoly must be faced in our day, but in organized labor. His reluctance 
to tackle the subject—his hope that somehow the problem might right it- 
self—is instanced by the fact that though he wrote “‘Some Reflections 
on Syndicalism”’ in 1941, he held up publication until 1944. The opening 
paragraph of the essay is sufficient explanation of his hesitancy. “‘Ques- 
tioning the virtues of the organized labor movement,’”’ he wrote, “‘is like 
attacking religion, monogamy, motherhood or the home Discussion 
of skeptical views runs almost entirely in terms of how one came by such 
persuasions, as though they were symptoms of some disease. One simply 
cannot argue that organization is injurious to labor; one is either for labor 
or against it, and the test is one’s attitude toward unionism.” 

Simons was in the deepest sense pro-labor and openly skeptical of the 
worth of powerful trade unions. “If unionism were good for labor as a 
whole, that would be the end of the issue for me, since the community 
whose welfare concerns us is composed overwhelmingly of laborers.” But 
trade unions of course do not represent the community as a whole but 
rather a special-interest group in the community. They are, no less than 
trade associations and other monopolies, organizations of producers, and 
“‘all the grosser mistakes in economic policy, if not most manifestations of 
democratic corruption, arise from focusing upon the interests of people as 
producers rather than upon their interests as consumers, i.e., from acting 
on behalf of producer minorities rather than on behalf of the whole com- 
munity as sellers of services and buyers of products.” 

As might be expected, Simons laid stress on the adverse effect of union- 
ism on new investment, dearth of which according to most New Deal 
economists was the reason for the prolonged depression of the thirties. 
“The phenomenal deficiency of private investment in recent years requires 
for explanation no recourse to factually unsupported (and, I believe, gross- 
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ly false) conjectures about ‘real’ investment opportunities. I believe that 
investment opportunities were never so large as now; that our highest 
thrift would not for generations permit enough investment to lower inter- 
est rates substantially, if owners of new capital assets could be assured of 
free-market access to labor and other complementary factors (mainly 
indirect labor). But the prospect of such access has diminished every- 
where. Every new enterprise and every new investment must now pay 
heavy tribute to labor (and other monopolies) in acquiring its plant and 
equipment; and it faces the prospect of increasing extortion in its efforts 
to utilize facilities after they are constructed. (Labor monopolies are high- 
ly concentrated in construction and in capital-goods industries generally ; 
they are also peculiarly characteristic of the more capital-intensive indus- 
tries.)” 

But trade-unionism in its present form is not only bad for the free flow 
of capital, and thus indirectly harmful to labor, it is directly harmful to 
labor itself. Labor’s interest is obviously to have free entry into and egress 
from any and all occupations. And presupposing a sound and stable cur- 
rency, Simons argued the proper wage is “the lowest wage that will bring 
forth an adequate supply of labor in competition with other employment 
opportunities.”’ Trade unions block this process. They can and do prevent 
entrance into specific trades. They can and do put wages in specific indus- 
tries so high as to cause not more but less employment. ‘‘ The semblance of 
struggle between labor and capital conceals the substantial conflict be- 
tween .... established workers in more remunerative occupations and 
workers elsewhere. The masses of unorganized and unorganizable lose as 
consumers; they lose by being denied access to higher-wage areas; and 
they lose by an artificial abundance of labor in the markets where they 
must sell, i.e., by being forced to compete with workers who should have 
been drawn off into the higher-wage occupations. And let no one infer that 
their problem would be solved if they too were organized. The monopoly 
racket, like that of tariffs and subsidies, works only so long as it is excep- 
tional—works only to advantage minorities relatively, with overall dis- 
economy and loss.” 


THE EXAMPLE OF EUROPE 


Simons’ case against unionism was the same as his case against mo- 
nopoly everywhere. Corporate organization is justified where competition 
acts to establish prices. But what curb, Simons asked, could be found for 
strong, entrenched unions? The question, arising in the course of economic 
analysis, led him as always out into the broader field of political conse- 
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quences. “ Unionists are much like our communist friends. They are good 
fighters and like fighting for its own sake. They are extremely effective at 
undermining the political and economic system which we have but are 
surprisingly unconcerned and inarticulate about the nature of the world 
which they would create afterward.” The tendency of unions to get into 
politics is natural, but it may be no more amicable to democratic institu- 
tions than the appearance in Washington of other powerful pressure 
groups. Nor, Simons astutely argued, does socialism offer a way out. “A 
socialist government, faced with numerous functional minorities, each 
organized to disrupt the whole productive process unless its demands are 
met, would be exactly in the position of recent Chinese governments faced 
with great bandit armies continuously collecting ransom from the nominal 
sovereign. It would either deprive such minorities of the power to act as 
units in withholding services or be displaced by a non-democratic author- 
ity which could and would restore monopoly of violence.” 

The experience of Russia would more than bear out Simons’ conten- 
tion. The experience of postwar England yields little evidence either way 
since the Labor government’s socialization schemes remain largely on 
paper. But Simons saw no reason to follow European example: “I do not 
maintain that German trade unions caused I.G. Farben and the Nazi 
revolution, or that French labor caused the disintegration of the French 
army, or that I.C.I. and the awful state of English industry are attribut- 
able to national collective bargaining. I do hold that large and powerful 
labor unions are integral elements in a total institutional complex whose 
development is everywhere antithetical to economic freedom, to political 
liberty, and to world peace; that we should here stop the development 
short of the German or French denouement and short of the awful mess 
which is now the English economy; and that we cannot import and retain 
the labor-organization component of this complex or trend without im- 
porting the rest of it too. If western Europe had maturity in collective 
bargaining and labor relations and if England has it still, these facts argue 
strongly against abandoning our democratic adolescence. We must alter 


our labor policy or abandon our antitrust policy—as English businessmen 
recommend.” 


FEDERATION AND FREE TRADE 


Simons’ views on trade-unionism lead, naturally, over to his interna- 
tionalist position. Despite his profound dislike for the cartelization 
schemes espoused by British businessmen and for the multiple planning 
measures proposed by British labor, and despite the fact that working and 
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teaching in the heart of the Midwest he was everywhere subject to isola- 
tionist pressure, Simons was an early interventionist. He saw the war for 
what it was: an attempt to save what we know as civilization from un- 
mitigated evil; and his doubts on European socialism and his hatred of 
communism did not throw him into the error of seeing something good, 
or at least something one could be neutral toward, in Hitlerism. The 
scholar who drew his principal inspiration from that long line of British 
liberals from Adam Smith and Mill to Marshall, and who derived so much 
stimulation (to put it mildly) from the writings of Lord Keynes, was not 
likely to miss the mutuality of interest holding Britain and the U.S. 
together. 

He went further. Deploring the nationalist tendencies of British plan- 
ners, he equally applauded the true internationalist tendencies inherent 
in the British Empire, whose unity through decentralisation formed a 
pattern for the only kind of world unity he could understand. In so far as 
he allowed himself to speculate on the ideal of a world order his thought 
turned not to some monstrous superstate—itself an intolerable monopoly 
able to destroy its members—but rather to a federation of equal states 
drawn together by common ideals of political justice and bound one to 
another through free and unfettered trade. ‘The peace will be won or lost 
on the simple issue of economic disarmament. The extreme nationalism of 
high protection, quota limitations, exchange controls, and bilateral trad- 
ing must be swept away, at least among the leading protagonists of the 
present conflict. But movement in this direction cannot come unless there 
is wholesale economic disarmament also within these nations.” 

For Simons, free competition at home and free trade abroad were two 
sides of the same coin. And precisely because of the weakness of the British 
position (to say nothing of the statism of Russia) he came back 
again and again to the question of American leadership. In his article 
“The U.S. Holds the Cards” (Fortune, September, 1944) he set out a 
monetary policy that might make the dollar, in conjunction with the 
pound sterling, a stable currency for over half the world. But his principal 
emphasis fell, as might be expected, not on money but on the free flow of 
goods across international borders. ‘American protectionism is simply 
done for. It is the utterly unrealistic prescription for the future. If we try 
to maintain it, we shall find ourselves with an institutional anomaly 
wholly unsuited to its world environment Surely conservatives 
would repudiate Congressional manipulation of trade via tariffs if they 
knew it must lead to creation of a federal authority that would administer 
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all our purchases and sales abroad and, in effect, prohibit all private 
negotiation of such contracts.” 

Simons died before the outlines of the peace were clearly defined. Per- 
haps for his own state of mind, never too peaceful, it was just as well. 
But who will doubt that with his passing a star, if not of the first magni- 
tude, at least of the second, has fallen? His monetary theories remain to be 
tested; his strictures against erring tycoons and labor leaders will be re- 
sented ; all this will be matter for Ph.D. theses for years to come. But in its 
grand outlines his testament will stand the test of time. He came to 
maturity when it was particularly necessary that some American stand up 
for the principles on which the republic was founded and fit them to the 
complexities of the day. In proposing that we render unto government the 
things that are government’s and unto the free spirit the things that only 
freedom can accomplish he fulfilled his task. That—and one thing more. 
In taking his stand for liberalism in a day of reaction, Simons tried to re- 
verse the malignant tendency that made many believe that first commu- 
nism and then Hitlerism represented some kind of “wave of the future” — 
the tendency to bow to the inevitable. 

“Tt is easy,” Simons wrote, in full consciousness of all that his position 
implied, “‘to argue that the whole problem is so hard and ominous po- 
litically that no effort should be made to solve or even to see it—that the 
real choice lies between a certain, gradual death of economic democracy 
and an operation or treatment which would cure if successful but is almost 
certain to kill. I am no forecaster and am not in direct communication 
with the Almighty. Consequently, I can only maintain that it is immoral 
to take such absolute dilemmas seriously. Democracy would have been 
dead a thousand times if it paid much attention to historical extrapola- 
tions; and it is perhaps unnecessary to discuss now the shortcomings of 
temporizing expedients or appeasement.” 





SIMONS ON TAXATION 
Aaron Drrector* 


r “AHE appreciative essay on the late Professor Henry C. Simons 
reprinted from Fortune in this issue of the Review gives no indi- 
cations of his considerable and distinguished work on taxation. 

This is more than a mere oversight; it represents a general failure to ap- 
preciate his work in this field. Though he was not a “specialist,’”’ Simons’ 
first major work in economics was on taxation, and he continued to give 
tax reform a prominent place in his positive program for economic recon- 
struction. His tax program, first elaborated in the late 1920’s, constitutes 
now as then the most promising outline for reform of the federal tax 
system. 

In the field of taxation, as in his other work, Professor Simons was 
essentially a utopian interested in long run objectives. He was at the same 
time the most practical of reformers in that he always embodied his objec- 
tives in specific proposals for legislation. His own summary of the specific 
content of his tax program as formulated in 1943 is appended to this note. 
Except for the recent repeal of the excess profits taxes, all of his proposals 
are still on the agenda for the future. 

The tax program with which Simons concluded his work in taxation is 
identical in essential respects with the program contained in his book on 
Personal Income Taxation.’ This book was planned and largely written 
in the late 1920’s although not published until 1938. During the 20’s 
economic progress and stability appeared to be within our grasp. The 
free market method of organizing economic life appeared to be well en- 
trenched and the virtues of greater equality most in need of emphasis. 
Accordingly Simons’ tax program was dominated by a central theme—the 
role of taxation as the major instrument for mitigating the inequalities 
which arise in a capitalist society. 

* Research Associate, University of Chicago Law School. 

* The proposal dealing with inheritance taxation is less definite than it was in 1938. He 


one who is dead.” But in 1938 he adhered rigidly to his definition of income for tax purposes 
with the consequent inclusion of all gratuitous receipts as part of taxable income. While 
he continued to hold that this was in general the sound approach, he was increasingly aware 
of the “technical difficulties which inhere in the intricacies of property law.” Hence the 
tentative character of proposal 13. The proposal for integration of estate and gift taxes (12) 
was an interim measure for estate tax rates based on the size of estates and on the total of 
decedent’s taxable gifts inter vivos. 
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If equality is to be the master of taxation, a progressive personal income 
tax must be the mainstay of federal revenue. And this tax must bear 
equally on all types of gain. The present federal income tax does not 
satisfy this requirement principally because of its treatment of so-called 
capital gains and losses. “Realized” gains are taxed at different rates than 
other types of gain and, even more important, and more difficult to 
change, “unrealized” gains are not taxed at all, either during the lifetime 
of the recipient or when he dies. As long as taxpayers are in a position to 
transform taxable income into nontaxable gain either in this or in other 
ways, little progress can be made in using the tax system to mitigate in- 
equality. Public policy thus threatens to become a mighty contest between 
legal talent skilled in the transformation of income and the Treasury seek- 
ing to close the resulting gaps in the structure. It is at this point that 
Simons made his important contribution with the principle of constructive 
realization. 

His proposal is to treat all transfers of property as realizations for tax 
purposes. A final accounting of all personal income is thereby assured and, 
provided capital gains are taxed at the same rate as ordinary gains, the 
taxpayer can be left free to transform one type of gain to another without 
damage to the tax system. And, as a consequence, it becomes possible for 
the first time to discuss seriously the abolition of business taxes, which 
have no place in a personal income tax system. The chief defense of busi- 
ness taxes rests largely and properly in the utilization of the corporate 
form of organization to keep the owners’ gain from becoming taxable 
income. 

The ominous developments of the 1930’s, by threatening the founda- 
tions of the free market method of organizing economic life, directed 
Simons’ attention to other problems. After 1934 he was increasingly con- 
cerned with the broader issue of the establishment of social arrangements 
that would enable a free enterprise society to maintain output at a high 
and stable level. The impact of this shift in emphasis is first shown by 
passing references to the problem of enterprise and output in Personal 
Income Taxation. It is clearer still in the manuscript which he prepared 
in 1943. Yet this shift in emphasis led him to make no significant changes 
in his tax program. He found the tax program whose dominant objective 
was the reduction of inequality equally appropriate when the dominant 
objective was the preservation of a free enterprise society. 

Simons made few changes in his tax program despite the change in 
emphasis because he examined taxation as but one aspect of “total ar- 
rangements” of public policy for a free society. He thus eschewed the 
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great temptation to convert the tax system into a gadget to solve all of our 
problems. The major obstacles to enterprise and investment are to be 
found in widespread restraints of trade and monetary uncertainty. He 
dealt with both directly through his program for deconcentration of indus- 
try and his program for monetary stability. It is true that but little prog- 
ress has so far been made in either direction. This may explain, though it 
hardly justifies, the many suggestions for tearing the tax system apart in 
order to offset, with uncertain results, our failures in other phases of pub- 
lic policy. 

But Simons did not retain his original tax program simply because he 
found other techniques for accomplishing his new objectives. He retained 
it primarily because it seemed to him well suited to promote these new 
objectives. The present tax system interferes with enterprise and invest- 
ment primarily because it fails to adhere to consistently equalitarian ob- 
jectives particularly in taxing business directly and in its treatment of 
capital gains and losses. It was his contention that the abolition of busi- 
ness taxes with the resulting freeing of business decisions from tax con- 
siderations would do more to stimulate enterprise than any possible fur- 
ther discriminations designed to promote correct decisions. His consistent 
treatment of capital gains and losses dictated by equity and equalitarian 
considerations would, he held, do much to promote risky undertakings. 
His own method of taxing gains and losses with the consequent averaging 
of fluctuating incomes would further work in the same direction. To this 
he added a simple averaging device involving rebates at periodic intervals 
to equalize the remaining fluctuations of income through time. Finally, it 
was Simons’ contention that the possible conflict between progressive 
rates and incentive should be examined openly and not resolved by giving 
taxpayers freedom to choose their own rates of progression. 

It is an additional advantage of his tax system that it tends to pro- 
mote economic stability. A system based primarily on personal income 
taxes promotes stability through automatic changes in revenue. Moreover 
it offers appropriate mechanism for induced changes in revenue and fits 
in well with Simons’ program for monetary stability. 

There is no good substitute for Simons’ own writing to convey the 
specific content of his tax program, his grasp of the significant problems, 
and his analytical skill in resolving these problems. Hence in addition to 
his summary of his specific proposals which follows, the succeeding article 
in this issue is a series of long excerpts containing his discussion of the cen- 
tral feature of his tax program—the treatment of so-called capital gains 
and losses—and also some of his comments on business taxes. These are 
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taken from an unpublished manuscript originally prepared for the Com- 
mittee for Economic Development in 1943 and which it is hoped will soon 
be made available in its entirety in book form. 


SPECIFIC PROPOSALS 


. Utilization of the personal income tax as the predominant source of federal 
revenues—with source collection from corporate dividends and interest payments, 
as well as from wages and salaries. 

. Abolition of tax-exempt securities, with moderate compensation, in the form of 
additional interest payment, for outstanding issues. 

. Outright repeal of the excess profits taxes (including the old declared value tax 
and capital stock tax)—repeal to be “announced” when the war is over and well 
in advance of its effective date. 

. Repeal of the income tax on corporations (and introduction of substantial source 
collection [25 per cent?] from corporate dividends and interest payments). 

. Introduction of a simple averaging procedure under the personal income tax 
whereby persons with markedly fluctuating annual incomes may claim rebates and 
thus not finally bear excessive relative burdens merely because of income irregu- 
larity. 

. Elimination of all special treatment for realized capital gains and losses as such, 
gains to be fully taxable and losses fully deductible, without segregation and with 
generous carry-over provisions. 

. Treatment of all transfers of property (by gift, inheritance, bequests, devise, etc., 
as well as by sale) as “realizations,” by the transferor or former owner (donor or 
decedent), of the estimated fair market value at time of transfer (gift or death) — 
the “basis” of the donee, legatee, devisee, et al., to be that estimated value as re- 
ported by or for the former owner. 

. Contingent upon adoption of preceding proposals, 

(a) Outright repeal of (inter alia): 

(x) Section 102 (tax on corporations used to avoid surtax). 

(2) Section 114 (depletion). 

(3) Section 117 (capital gains and losses). 

(4) Section 118 (“‘wash sales”). 

(5) Sections 331-40 (supplement P—Foreign Personal Holding Companies). 
(6) Sections 500-511 (subchapter A—Personal Holding Companies). 

(7) Etc., etc. 

(b) Radical relaxation and simplification of rules regarding annual charges and 
basis-adjustments for depreciation, obsolescence, and depletion. 

(c) Radical relaxation and simplification of rules regarding inventory procedures 
and changes of procedure. 

(d) Radical change and simplification of rules regarding basis-adjustments for 
securities, partners’ equities, and other investment assets, primarily to fgcili- 
tate the charging of accrued but unrealized losses. 

(e) Optional treatment (if and as so desired) of all partnerships and other firms like 
corporations, i.e., extension to all enterprises of the privilege to carry forward 
(owner-) untaxed undivided profits as potential, offsets against contingent 
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future losses (thus, optional postponement of owner-tax and automatic 
“averaging” or “carry-over” without specific time-limits). 

(f) Special provision for transfer of bases (untaxed old-enterprise earnings re- 
invested) by active enterprisers transferring their enterprise participation 
(whether or not by direct exchange of equities) from well established firms to 
new and more venturesome enterprises—with approval of the Commissioner. 

(g) Simple, minimal technical provisions designed to protect the Treasury against 
essentially fraudulent ultimate avoidance, evasion, or frustration of tax on 
accumulated gains unrealized—i.e., legislation designed to permit Treasury 
intervention in cases where an individual is flagrantly abusing postponement 
privileges, to assure effective accounting integrity through time, and to assure 
that postponements of tax will be only postponements (save for offsetting of 

_the same person’s bona fide future losses). 

(h) Congressional resolution urging that no tax on undivided profits be enacted 
while the (“our”) general scheme of procedure remains in effect. 

. Elimination of gross discrimination between home-owners and home-renters by 

requiring the reporting of estimated net rental values (determined possibly as a 

flat percentage of the fair value of the real property) of owned residences as an 

item of taxable personal income. 

. Some reasonable solution of the community-property and related problems either 

by permitting unrestricted division of total income and separate returns by 

spouses, or by means of compulsory joint returns. 

. Elimination or radical reduction of excise taxes (especially on beer, liquors, tobac- 

co, admissions, etc.) as an element in the federal revenue system. 

. Integration of the Gift and Estate Taxes. 

. Fundamental re-examination of the whole problem of death duties, with regard 

for the innumerable gross anomalies which have characterized all inheritance-tax 

laws, and with attention to possibilities of replacing the Estate and Gift Taxes 
by a more sensible form of tax on beneficiaries of donative transfers. 





FEDERAL TAX REFORM* 
Henry C. Smons 


HE BUSINESS leader, objectively at least, is a very inhibited 
and circumscribed social animal. He can seldom speak frankly or 
candidly on any important and, to him, interesting subject. Some 
statements might impair the morale or loyalty of his own executive or- 
ganization ; others might make his labor leaders more aggressive or intract- 
able; others might stir up sleeping dogs in the anti-trust division or alienate 
some important chancellor; others might facilitate unfortunate legislation 
or even revolt among his stockholders. Thus, he is nearly as limited in his 
range of feasible subjects for candid talk as is the diplomat or Senator. 
But he can always talk freely about taxes. It’s always open season on 
taxes. Everyone gripes about them and loves it. Thus, if one happens to 
be speaking out of a background of exasperation with a business agent or 
the SEC, the natural outlet is a diatribe against taxes, especially on cap- 
ital gains. 

The-everlasting concentration on capital gains also deserves half-serious 
analysis. This part of the tax law has, in fact, very little importance for 
business as such, though it did earlier involve some flagrant anomalies in 
corporate taxation; and its adverse effects on individual investment be- 
havior, if real, are of little or no concern to the kind of corporations whose 
executives harp on it in their speeches. The plain fact is that these folk 
don’t like extreme progression. I agree with them (although for reasons 
they would largely reject) that it has, at least in peacetime, gone too far. 
But my interest in the matter is quite academic, while they are men of 
action, and of practical action. Now practical action, since the days of 
Mr. Mellon, does not include attacks upon the surtax rates. Frontal at- 
tack is useless if not suicidal. But there is a weak spot at Section 117. No 
one understands it; most ordinary mortals have never experienced a cap- 
ital gain; reputable lawyers and accountants will, amidst a flood of jar- 
gon, assure Congressmen that such gains are capital accretions and not 
income at all; financial editors will cooperate to a man; and at the political- 
ly crucial moment, The New Republic will print an article or editorial 
which will assure all doubtful souls that the issues are really very complex. 

* This article is prepared from an unpublished manuscript written by Professor Simons 
in 1943. For further details, see the foregoing comment, Director, Simons on Taxation, 
14 Univ. Chi. L. Rev. 15 (1946). 
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Such, at any rate, is the Realpolitik of taxation. If you don’t like your 
surtaxes, look for loopholes in the tax base. If no adequate ones are found, 
write to your congressman about capital-gains taxes and tell the world 
that they are ruining business. Don’t waste breath on the surtaxes. Face 
the problem realistically (but never frankly) for what it is, namely, a 
shortage of convenient loopholes. And don’t worry about ruining the tax 
base. It’s full of holes already. What’s needed are holes to suit our special 


needs. Only talk is necessary to create or to enlarge them. How else can 
we talk usefully these days?" 


REALIZATION PROCEDURE: CAPITAL GAINS AND 
UNDISTRIBUTED EARNINGS 


Two prescriptions for good income-tax accounting or procedure may 
be suggested. First, it must be a logically closed system, free from gross 
inconsistencies. There must be no loose ends. There must be no arbitrary 
exclusion of relevant income items, positive or negative. All data impor- 
tant for determining relative personal incomes must be brought into ac- 
count. Any feasible system, to be sure, must contain some arbitrary ele- 
ments or concessions to practical convenience. Consequently, the best 
system will occasionally favor some taxpayers relative to others. Fortui- 
tous minor inequities cannot wholly be excluded; but there must be no op- 
portunities for deliberate systematic avoidance on a large scale, i.e., for 
altering substantially one’s tax liabilities without change in one’s real in- 
come circumstances. 

Second, good procedure must not require or presuppose sharp alloca- 
tions of income among short accounting periods or fiscal years. Tax levies 
must be inequitable if graduated according to the fluctuating personal in- 
comes of discrete years. What here merits emphasis, however, is that pre- 
cise determination of relative incomes in successive years is inherently im- 
possible; and that tax legislation calling for definitive annual determina- 
tions means awful complexity, difficult administration, expensive compli- 
ance, endless litigation, and bad taxpayer and Bureau morale. Like it or 
not, we must recognize that good income taxation is not merely a succes- 
sion of events in or respecting discrete, watertight accounting periods but 

* The serious aspect of this situation is not the behavior of businessmen but something 
one might call the sociopolitical aspect of excessive progression—excessive in the sense of 
being nominally more severe on tons that which political opinion will effectively support. The 
blame lies with Treasuries which propose, and Congressmen who vote, surtaxes higher than 
they will try to implement by closing avoidance loopholes. The real trouble about tax-exempt 
securities, as about capital gains, is that responsible politicians feel just like the tycoon, viz., 


that rates are too high and that the politically feasible way to lower them is by maintaining 
substantial avoidance opportunities. 
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is essentially process through time. Its objectives must be defined and 
pursued with respect to long periods, often the taxpayer’s whole lifetime. 

Look now at the actual situation, as legislation and business practices 
have made it. There are many large loopholes. (Ignore tax-exempt secu- 
rities, residence income, and such things for the present.) ‘Unrealized”’ 
gains on property held until death are completely excluded, as are, of 
course, unrealized losses. Gains accrued in the hands of donors never affect 
their taxable incomes. Gains of donors may (anomalously) be taxed to 
donees—usually at lower rates than they would have paid if taxed to the 
donors; or the donees may die seized of the donated property; or, at least, 
they may pass the specific properties on interminably to other donees. 
Even realized gains largely go down the drain, untaxed to half their 
amount (Section 117). 

Likewise, present and past law, while embracing accounting practice, 
highlights its infirmities and pardonable shortcomings and leans ponder- 
ously upon the empty spaces of its lacunae. It seeks a precision and final- 
ity in inherently provisional determinations which can only drive ac- 
countants into distraction, courts into sophistries, and tax lawyers into 
pestilentia] multiplication. Thus particular gains are arbitrarily allocated 
between high-rate and low-rate years (years when the taxpayer’s other 
income is high or low—not to mention statutory rate changes), and loss 
deductions similarly. Property becoming worthless may give rise to loss 
deductions only if one guesses precisely the moment when, according to 
changing fads in legalistic fictions, it “actually became” worthless. Depre- 
ciation deductions may be lost entirely if made, for a time, at less than 
“the proper” rate; and the “basis” must be written down by the full “‘cor- 
rect” amount even though there is currently no positive net income to ab- 
sorb the charge—a sound rule for published statements but bad for in- 
come-tax accounting. Sheer guesses about obsolescence must be “annually 
correct”—with high-handed administrative last-guessing (usually worse 
than the taxpayer’s) at “correctness.”’ The fact that depreciation has not 
been taken or that guesses have been too low does not entitle the taxpayer 
to deduct subsequently a greater amount for depreciation than would 
otherwise be allowable (i.e., than initially “correct” guesses for the whole 
life of the property would have imputed to each subsequent year!). 

The law thus seeks meticulous short-term precision in a practice com- 
pounded of such rule-of-thumb devices as cost-or-market inventories (not 
jo mention that monster child, Lifo!), straight-line depreciation, “hunch” 
obsolescence, and other accounting practices whose main justification or 
apology is that, given time, they may work out well enough “for all practi- 
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cal purposes.”’ It incorporates a process whose annual output is inherently 
arbitrary and essentially provisional estimates, and then treats these esti- 
mates as definitive and final. This is most obviously and sadly true, to re- 
peat, of annual charges for depreciation, depletion, and obsolescence, 
which are mainly sheer conjectures. It is also very strikingly true, as we 
shall note later, of all transactions between a corporation and its share- 
holders. Income taxation has simply never faced squarely the axiom that 
annual-income accounting is and should be tentative and provisional. Ac- 
countants long have recognized it, of course, in the practice of by-passing 
the Income account with direct charges and credits to Surplus or Un- 
divided Profits. 

The broader consequences of the loopholes may be indicated more con- 
cisely than those of arbitrariness in time-allocations. They frustrate the 
central purpose of income taxation, namely, equitable progression— 
whether with progressive rates of tax or merely with the “degression” of 
exemptions and a flat marginal rate. They discriminate grossly between 
property incomes and salary incomes; between wealthy and less wealthy 
persons; between real business enterprisers and stock-market “‘operators” ; 
between these relatively useful operators and the passive, diversifying 
“rentier stockholder”; and, notably, between shareholders and partners 
or single proprietors. They have some adverse effects on the “orderly mar- 
keting of investment assets,” tending slightly to aggravate an otherwise 
alarming technical bias in securities markets against short-trading and 
bearish influence—although these effects have been exaggerated and mis- 
represented. They doubtless discourage, and sometimes prevent, transfer 
of enterprise ownership and control from unwilling, irresponsible, or un- 
enterprising owners into better hands. Certainly they penalize a much-to- 
be-desired movement by able and venturesome enterprisers, from firms as 
they become established, proven, and mature, on into new uncertainties 
or innovations. 

In its rigid, skeletal form, our scheme calls for continuance of traditional 
realization accounting, with the addition* only of “constructive realiza- 
tion” by donors and decedents at time of gift or death. The idea is simply 
that property should never get out of an owner’s possession without a 
final gain-or-loss reconciliation by or with respect to that owner himself. 

The appraisals required under such reconciliation are already required 
for gift tax or for estate tax, inheritance taxes, and probate. Moreover, 
they are also now required for determining gain-or-loss bases of benefici- 


* Save for some averaging device (rebates), which is imperative for fairness under any 
procedure, and only slightly more important under our procedure than under any other. - 
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aries—and might much better be finally determined for this purpose at 
the time of transfer, and as a matter of formal contemporary record in 
tax returns, than left for bad guessing later when the beneficiary (or 
donee’s donee) happens to “realize.’’ 

If one be distressed about inaccuracies in appraisals, one may be con- 
soled, if not completely reassured, by the fact that the benefactor’s ‘‘real- 
ization”’ will later be the beneficiary’s “basis.” Even with essentially fraud- 
ulent initial appraisal, the error will be offset, not only ultimately but at 
the very next transfer—unless one supposes that the first fraud means a 
still more fraudulent second declaration of value than otherwise would 
have occurred. 

If one deplores the concentration of tax liabilities at time of death, two 
rejoinders are in order. First, the taxpayer need not let his unrealized 
gains pile up at death unless he deliberately chooses to do so. Our proce- 
dure, like present law, leaves the timing of realizations wholly to the tax- 
payer’s discretion. Moreover, in the less rigid application we strongly 
recommend, it would leave the taxpayer free to realize without any sales 
at all, i.e., free to use all his bases as his very own. Most taxpayers doubt- 
less would prefer to keep their accrued gains pretty well “cleaned up,” i.e 
to report income and to write up their bases into proximity with changing 
probable realizations. Thus, they can minimize liquidity problems and 
avoid larger income-tax liabilities for their estates, while also avoiding a 
death glorified by aseent into unfamiliar surtax brackets. Other taxpayers, 
zealous, active enterprisers to the end, and intent upon personality reali- 
zations of sheer activity and power, may prefer to let their gain-accruals 
pile up, conserving capital for business expansion during their lives and 
not caring much about losses to their heirs, either from too rapid liquida- 
tion or from high post-mortem surtaxes.* Seriously, I assert that income- 
tax procedure should not discriminate between these two kinds of people. 
(If St. Peter discriminates sharply, that’s his responsibility.) 

Second, the deploring may imply that death duties are too high—if 
not, as construed more literally, that all inheritance taxation is inherently 

3 Here again one anticipates the pedant’s solemn demurrer about letting taxpayers specu- 
late with the government’s (“the people’s”) money. This bit of heckling always has some 
rhetorical effect; it may even score a triumph for the debater. The implied argument flies 
squarely in the face of averaging considerations. These penny-pinchers and soap-box moralizers 
would have the Treasury go out of its way to penalize taxpayers with fluctuating incomes. 
Moreover, (what is even more important) they would, while unaware of or unconcerned 
about the adverse effects of progression on enterprise and incentives, blithely throw away all 
of its favorable effects which, if not fully compensating, certainly are substantial. If we can 
do anything positively to stimulate enterprising private speculation with (what is partly) po- 


tential tax revenue, we certainly ought to do it without limit, if the only costs or disadvantages 
are those implied by the penny-pinchers and speculators-to-hell-committers. 
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intolerable and, indeed, that arrears of property tax or water bills ought 
not be collected from the same place as undertakers’ charges. Perhaps our 
actual death duties are too high, although actually far lower than they 
should be if anyone should ever find and sell a technically sensible pro- 
cedure or concrete principle of levy for taxing inheritance. Certainly they 
are too high for the anomaly-infested expedients which are the extant 
death levies. When we learn how to tax inheritance, difficulties of right-of- 
way may arise between income and inheritance taxes. For the present and 
probably for a century, death duties must give way to the income tax, for 
the latter already has attained, or approximated, a sound procedure and 
sound tax base. Jf our scheme would unduly concentrate tax liability‘ 
upon estates, the difficulty should be met by changing the estates tax, not 
by restoring income-tax loopholes and anomalies. 

If realization procedure were tied together with constructive realiza- 
tions at time of gift or death, the taxpayer might be given wide latitude 
in using his gain-and-loss bases and allowed to use them, for taxation pur- 
poses,’ as he pleased. At some points, we have suggested that he might 
treat it as his very own, subject only to the requirement of ordinary honesty, 
ie., of technical integrity in his bookkeeping. This is admittedly an ex- 
travagant and deliberately challenging statement. Frankly, I should like 
to see how far one must retreat from this polemical outpost to reach a 
secure and defensible position! There is no need for inviting attack by 
such temerity; one doesn’t need this outpost to defend our main position 
or to assure successful attack on other positions; but overstatement is a 
useful means for promoting fruitful controversy or serious, vigorous dis- 
cussion. One needs help in assaying novel schemes, especially his own.* 

One senses some dangers in a carte blanche; but most of one’s particular 
misgivings turn out to be unfounded. A person might, you say, alienate all 
his property and leave the Treasury holding the bag, i.e., holding a penni- 
less surtax-payer. But the alienation itself precipitates the tax liability; 
and no serious difficulty should arise in making the tax liability follow the 
4In any case, there is no “double taxation.” Income-tax liability would reduce the net 
estate, which is the death-duty base. 


5 The need for something like present income-tax restrictions for other purposes would, 
of course, remain, e.g., for the published statements of corporations. 


6 I am not enough of a scholar to pronounce upon the novelty of any ideas or schemes ex- 
pounded in this essay—but have yet enough second-hand acquaintance with scholarship to 
feel confident that all of them have been expounded frequently at one time or another. I hope 
what I’m writing makes sense and see no reason for not writing sense for fear that bibliophiles 
will point out an army of unacknowledged precursors. The only person, by the way, to whom I 
feel substantial indebtedness for my insights on income taxation (such as they are) is omy 
undergraduate teacher in Accounting, Professor W. A. Paton. 
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property or, better, the beneficiary, for the necessary short time. No sys- 
tem can hope to be completely foolproof against sheer fraud. 

Again, the taxpayer’s estate might lose so heavily in liquidation, be- 
cause of depleted “bases” and concentrated realizations, that the Treas- 
ury would come off badly. But the proceeds of liquidation are certainly 
strong presumptive evidence (fraud again apart) of values at time of 
death. Thus the Treasury, demanding excessive income tax on the basis 
of extravagant appraisals (“constructive realization’’), might conceivably 
be foiled by consequent insolvency of the estate—which would be hard on 
the heirs but hardly unfair to the Treasury.’ 

Again, a taxpayer, you say, might exhaust his bases (“spend” them 
recklessly) and thereby become so heavily indebted contingently to the 
Treasury that he would have little interest in conserving his property or 
estate. But he faces no threat of bankruptcy on account of this potential 
tax liability, and thoroughly solvent debtors are seldom notoriously irre- 
sponsible. Besides, what is really important is not total contingent liabil- 
ity but marginal rates of tax. If serious cases of the kind in question should 
become numerous, the significant implication would be, not that the pro- 
cedure was wrong, but that surtaxes were excessively high. No procedure 
can guard effectively against that political contingency.® 

A difficulty may arise—i.e., be slightly aggravated under our scheme in 


its extreme form—when taxpayers systematically consume their capital 
not by selling assets (which would precipitate the contingent tax liability) 
but by borrowing on a rapidly increasing scale against “low-basis” prop- 
erty. Such behavior is, of course, also a bit annoying to the Treasury qua 
collector of estates tax; and it is hard to see how rare messes can wholly 
be avoided, especially if irresponsible lenders are available. But methinks 
all this is trivial—which should suffice to persuade the reader of our blind- 


7 The issue really implicit here is the same as that discussed in note 3 supra. Many people 
really suggest that the Treasury, besides keeping cards in its sleeves, should drop out of its 
little poker game with the taxpayer whenever its chips have piled up a bit. Now such behavior 
certainly doesn’t make friends for Treasuries. Moreover, it is precisely contrary to the public 
interest in fairness among taxpayers and in business incentives. “Taking profits and cutting 
losses” may be good practice for speculators who have no business speculating at all. It is a 
silly rule for tax procedure, for the Treasury surely must take some risks with the taxpayer 
risk-taker if there is to be any private risk-taking and enterprise. We are really much too toler- 
ant toward fool talk on such questions and too skittish about critical attacks whose only 
ammunition is half-plausible foolishness. Students of taxation, like golfers, need to keep their 
eye on the ball or, at least, to know approximately which is the ball. 


* And we only plunge deeper and deeper into an insufferable mess—and thereby jeopardize 
our only good tax—whenever we fry to mitigate excessive rates or excessive progression pro- 
cedurally, i.e., by special, particularist immunities or dispensations. (See, inter alia, the section 
below on Depletion.) Perhaps the worst example of this political practice is the use of Section 
117 primarily as a means for lowering the top surtaxes. 





FEDERAL TAX REFORM 27 


ness to the real shortcomings of a proposal which we suspect of going too 
far. 

On one point, however, further inquiry seems unnecessary. There is 
no occasion (excepting always the case we have reserved for later consid- 
eration—namely, predictable rate-changes) for misgivings about carte 
blanche to increase bases, subject always to accounting integrity, i.e., to 
the necessity of adding equally to current taxable income. If a taxpayer 
thus achieves bases far in excess of the most generous possible appraisal, 
the Treasury might well slip in a good word for psychiatrists, or even sug- 
gest guardianship to the taxpayers’ dependents. But there would be no 
very plausible grounds for action to protect revenues, save possibly when 
a war is looming ahead. 

Extravagant downward basis-changes arouse more relevant suspicions, 
especially during high-rate years or in the face of predictable rate reduc- 
tions. They also suggest impecuniousness or skulduggery. But, fraud 
apart, it is hard to see how revenues or fairness could seriously be jeopard- 
ized. 

Coming at the whole question from another angle—it surely is desirable 
that bases should roughly correspond with the ascertainable facts and 
best guesses about real contemporary values. Other things equal, tax pro- 
cedure should not widely depart from the standards and practices of, at 
least, the most enlightened and least hidebound business accounting and 
accounting doctrine or, among others, SEC requirements. One is perhaps 
disposed to overvalue the sheer simplicity, elegance, and flexibility of the 
carte blanche option. Acquaintance with past law and practice, especially 
among Bureau employees, surely disposes one, seeing an escape, to run too 
far. Certainly the past confinement must impel taxpayers, and empathic 
observers, to get as far away as possible. But is so much freedom, free- 
dom to do essentially foolish things and to repudiate even the most gener- 
ous accounting standards, desirable—even if there be no need to worry 
about protecting the revenue or avoiding relative unfairness? Our tenta- 
tive answer is a diffident and regretful “No.” 

All that is needed is a radical loosening up of legislation, of the Regu- 
lations and of administrative requirements and small-Bureaucrat dicta- 
tion. In general, the burden of proof, in cases admitting of doubt or reason- 
able difference of opinion, should be transferred from taxpayer to the gov- 
ernment (Bureau). For securities, no basis-change should be open to ob- 
jection by the Treasury if it admittedly leaves the basis within, say, 10% 
of current-market or fair-appraised value. For depreciation, depletion, or 
obsolescence, no charges should be questionable, or annoyingly ques- 
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tioned, if they are within reason, according to engineering appraisals, ac- 
cepted accounting practice, or the opinions of reputable accountants or 
auditors. Specific “rules” should be laid down, if at all, only as flexible, 
normative guides for the more typical cases, with wide latitude for tax- 
payer discretion. 

Of course, once we depart from carte blanche, it is difficult to indicate 
clearly how far back we should go—or how far we should move forward 
from where we are. My inclination is to dismiss such questions cavalierly 
—and to pin hopes squarely on the likelihood that closing up the realiza- 
tion loopholes will itself largely accomplish what is desirable, through its 
natural and logical effect on the attitudes of Treasury, Bureau, and ad- 
ministrative personnel generally. Present and past legislation and pro- 
cedure has necessarily cultivated a “now-or-never,” “grab-all-you-can” 
attitude among enforcement officers. It was that kind of system. If we had 
a law under which the Treasury could bide its time—could calmly let tax- 
payers overcharge here and there, circumvent realizations, futilely con- 
duct tax-reorganizations to their hearts’ content, and convert ordinary 
income into capital gains, confident always of a final, complete reckoning 
—there would perhaps be little occasion to worry much about reasonable- 
ness and flexibility in administrative practice. Field personnel could then 
focus on its proper and crucial task of ferreting out sheer dishonesty and of 


examining taxpayer accounting with reference to its integrity over the 
years. Their major concern should be, and under good law doubtless 
would be, with bases themselves rather than with annual basis-changes. 


REALIZATION PROCEDURE: SPECIAL ASPECTS AND 
SIMPLIFICATION POSSIBILITIES 


SECTION 102 


A whole section may be chopped bodily out of the law—with great re- 
lief to Treasury and courts and almost no effect on taxpayers save that of 
eliminating boundless uncertainty and some anxiety. Literally construed, 
the modest tax here imposed, on corporations “formed or availed of for 
the purpose”’ of avoiding surtax, applies to almost all profitable companies ; 
actually, it applies, if at all, only to companies whose owners take off their 
surtaxes shamelessly, i.e., to avoidance exhibitionism. The main functions 
of this section are (1) to make the law seem impressively complex and un- 
intelligible, (2) to let Congressmen think or say that they have, by incan- 
tation, really done something about a big problem, and (3) to encourage 
press editorials explaining to citizens that the alleged loophole, which that 
awful tax on undivided profits purports to narrow slightly, has in fact not 
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existed since 1921! What a blessing it would be to extirpate one of the 
most transparent hypocrisies which disfigure our statute. If not wholly 
useless now, it would become so under our scheme. 


SECTIONS 500-511 (SUBCHAPTER A OF CHAPTER 2) 


This, of course, is essentially Section 102, but intended actually to ap- 
ply somewhere, and equipped with more than wrist-slapping rates. Its 
main effect is to make avoidance slightly more inconvenient. Under it 
surtax avoiders must either (a) use corporations with some “operating”’ in- 
come (over 20%) rather than mere investment companies, i.e., companies 
whose “‘operating front” is 20% or less, or (b) gang together in sufficiently 
numerous company so that no five avoiders (families) own more than 50% 
of the stock. In other words, this legislation puts a premium on large, and 
a penalty upon small, tax-avoidance investment trusts. For people who 
much prefer small investing companies (one family or a few “good” fam- 
ilies), it commends acquisition of a small business “front” or just clutter- 
ing up an available operating corporation with investment-trust business. 
A dull tax-avoidance course is thus provided with a few water holes. 
Rentiers are compelled to get acquainted, businesswise if not socially, with 
other rentiers or, alternatively, to do their coupon-clipping in a very di- 
luted atmosphere of profitable real business. Thus they see something of 
the business world; and the public sees nothing of scandalous avoidance, 
which is now discreetly veiled by a rather conventional investment-trust 
form or modestly consummated within what appear to be quite worthy 
commercial enterprises. 

This subchapter reflects, besides almost impenetrable complexity, a 
sound intention or purpose which our procedure would fully achieve. 
Having prevented surtax avoidance, we would have no need for such mi- 
nor but elaborately contrived harassing of avoiders. We could cut away the 
whole section, along with many other now commendable devices for di- 
verting avoidance away from its more obvious channels and more scanda- 
lous manifestations. Imagine a statute and Regulations in which “undis- 
tributed subchapter A net income” never once appeared! 


SECTIONS 331 TO 340 (SUPPLEMENT P) 


This 1937 contribution to our rambling edifice attempts to deal, in im- 
pressively elaborate fashion, with a politically vulnerable avoidance de- 
vice which 1936 legislation (and Subchapter A) had loudly “begged for.” 
It seeks to discommode an avoidance practice which ceremonially con- 
verts realized taxable income into undistributed earnings of a foreign cor- 
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poration not fully subject to our tax jurisdiction; i.e., converts realized in- 
come into unrealized capital gain on foreign-corporation stock. 

This Supplement roughly parallels Subchapter A, in its applicability— 
save that foreign “family” corporations, in order to be excluded, must 
have a business “front”’ of over 40%, instead of 20%. If the same five lead- 
ing families own less than (the same) 50%, again the law does not apply. 
However, jurisdictional difficulties here compelled Congress to adopt a 
sensible procedure, namely, taxing the shareholders as partners, rather 
than taxing the corporation. Again, the range of application is narrowly 
and arbitrarily delimited. There is still only one little water hazard even 
on this foreign-corporation avoidance course. Congress doubtless feels the 
satisfaction of having solved a problem, at least in its Bermuda-company 
aspects. The solution, however, like that of Subchapter A, while admirable 
relatively in definition of applicability, is little more substantial than that 
of Section 102. 

Supplement P lacks even nominal usefulness under our scheme. It too 
can go out completely and, presumably, without dissent? and unbereaved. 
Again, imagine a statute or Regulations without a single cross-reference 
to “Supplement P net income”’! 


SECTION 28 


Along with the above three chunks of statute, we may also cut away 
the section dealing with “Consent Dividends.” While not very long and 
not unintelligible, this section must disturb the laymen; and, in the Regu- 
lations, it involves a mass of cross-references and special applications 
which alone must approximate in length a good (if not a bad) doctoral 
dissertation. 

Let us pause now for sober reflection on the sections which we have al- 
ready vicariously excised, for they suggest one of the most powerful argu- 
ments for our proposals. 

All these sections, bad as they are, are useful, defensible, and morally 
indispensable elements or adjuncts of our present income-tax procedure. 
Does anyone responsibly suggest that they are harmful to equity or to in- 
centives? Is there any substantial, respectable support for their outright 
repeal? Yet does anyone believe that they more than surface-scratch the 
problem with which they purport to deal? Can anyone defend the irre- 
sponsible vagueness and calculated ambiguity of Section 102 (taxing an 
intention under an income tax!)?—or the location of the line separating 
taxable from nontaxable in either Subsection A or Supplement P?! 


® Unless that fool point about interest-saving is dragged in by some anti-vivisectionist. 
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There will be a few dissonant and dissident affirmatives in this antiph- 
ony, but not many. Now for the sixty-four-dollar question. Does any 
competent student believe that the annexing and superimposing of anti- 
avoidance gadgets will or can stop where we are now, if realization pro- 
cedure remains essentially unaltered; and can he even vaguely discern 
where it will lead us or along what lines, in the long view? Where is sta- 
bility in tax structure and procedure to be found, if we muddle along in 
this general direction? The so-called Second Basket of the 1938 Committee 
Bill was not buried very deeply; it will probably be unearthed and re- 
vived with strong support. If we can do no better, it should be enacted. It 
would disturb avoiders considerably and upset many avoidance schemes; 
but, after a time, it too would simply divert the avoidance stream with- 
out much affecting the dimensions—and leave the remaining loopholes 
differentially accessible in a way prejudicial both to equity and to enter- 
prise. 

All this is like trying to stop our national loss of good water to bad for- 
eigners by damming up, somewhere in the Mississippi Delta, a small rivu- 
let that happens to run right under a Congressman’s nose. If the rivulet 
stinks, all right; but the project shouldn’t be regarded as or called a con- 
servation measure, whatever the precedents in agricultural legislation, 
even if it is extended to several rivulets. 

There is, to repeat, no possibility of stopping where we are—unless peo- 
ple become utterly indifferent to unfairness or to wholesale avoidance. 
There is no good solution in the direction of recent measures but only 
slight diminution and endless diversion of the avoidance stream—and 
geometric growth of the tax-attorney population. We may continue to seek 
solution along the lines of Sections 102, 331 ff., and soo ff. If these meas- 
ures are good (and they are, in their context) broader application is cer- 
tainly better. Few would favor application of Subchapter A to all corpo- 
rations; yet none can really justify drawing the line between taxable (at 
75%) and nontaxable (0%) where it is now drawn, or at any particular 
place short of universal application, i.e., a 757% tax on all undivided 
profits. Bad as this would be in other respects, it would not even solve 
the problem to which it was addressed; there would remain those gains of 
shareholders which reflect discrepancies, often enormous, between book 
values and market values of shares (both at purchase and at sale). 

Continuing to build on present realization procedure, we can keep 
patching and “Supplementing” the statute until, in a generation, it 
reaches the size of an unabridged dictionary—and still barely keep even 
with the tax lawyers and their avoider-clients. So, to repeat, I seriously 
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commend study of these sections, especially Subchapter A and Supple- 
ment P, to those who find our proposals either radical or complicated. 
How shall we proceed from the tiny beginning there made? Or, starting 
with re-enactment of the 1936 tax on undivided profits, how might we re- 
fine and modify this crude gadget to make it serve its proper purpose? 
The answer, of course, is that we can never get far so long as we seek to 
correct inequities in the personal income tax, or to close its loopholes, by 
putting taxes on corporations, whether by the blunderbuss methods of an 
over-all tax on undivided profits, by the verbal ritual of Section 102, or by 
elegant, incisive measures which are of necessity ridiculously narrow and 
arbitrary in scope. As we have argued throughout, personal income taxes 
are good taxes; corporation income taxes are bad; and complicated ad- 
mixtures of the two are, in principle and in practice, monstrosities. Pres- 
ent realization procedure in the personal tax, however, offers us choice 
only among such monstrosities. 


REORGANIZATIONS, ETC. 


It should be obvious that our procedure offers large opportunities for 
simplification of statutes, Regulations, and administrative practice with 
respect to corporate reorganizations and recapitalizations—and in the re- 
lated cases of tax-free exchanges, involuntary conversions, etc., I am not 


competent to guide anyone through the maze which is present law and 
practice in this area; and I cannot confidently explain or describe many 
details of actual procedure. Consequently, what follows will be fragmen- 
tary and more general than specific. But first, a slight digression. 

Much of the awful complexity in these phases of the statute and Regu- 
lations—and, I think, much of the obvious distress and confusion of 
judges trying to interpret them—arises out of an unpardonable mixing up 
of procedural rules for the personal and the corporation income taxes. 
Nowhere is abuse of the corporate fiction more glaring! Congress and 
Treasury have for years been trying to consolidate two utterly different 
kinds of levy and to lay down a single procedure (with, of course, the in- 
evitable particularist separations on details) for the two of them. What a 
boon it would be if the Treasury would face squarely the question of what 
belongs in the one tax law, what in the other, and what in both! 

Let us hereafter draft and enact a codification of our personal income 
tax as a complete, unitary statute. If we must have a corporation tax, let 
us afterwards and separately draft that part of the Revenue Act, incor- 
porating (perhaps merely by cross reference) such paragraphs or sections 
of the personal-tax statute as may be useful. Let us then have separate 
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Regulations, the first to be integrated, complete, autonomous, and purged 
of irrelevant material. The Corporation Income Tax Regulations might 
then be published either with complete text or with its own material mere- 
ly interlarded among references to the other document. 

The real mess in tax law on reorganizations largely concerns the cor- 

poration tax. There are no very good answers to the questions and prob- 
lems with which this mess seeks to deal. All corporation tax procedure is 
infested with or rested upon the fiction, elsewhere often useful, that cor- 
porations may properly be treated as or like natural persons. The fiction 
becomes obviously silly when these “persons” are merged, affiliated, or 
suddenly reincarnated in new adult forms, and the whole foundation or 
rationale of procedure (which was really never there at all) seems sudden- 
ly to drop away. One can’t contrive reasonable rules or even plausible ex- 
pedients in such cases. To ask what corporation income-tax procedure 
should do here, is to open up an awful question which delusions have con- 
cealed, namely: What is the corporation tax up to anyway? What, so to 
speak, is it fundamentally trying to do? Such questions totally demoralize 
discussion. Once raised, they indicate why the particular problems are 
hard: we simply don’t know, no one knows, what the problems are. There 
can be no good answers to detailed problems within a bad or anomalous 
tax. 
For personal taxation, there are no very hard and important detailed 
problems with respect to exchanges of property, whether corporations are 
involved or not. To be sure, we have “manufactured” such problems 
wholesale, with an anomalous realization procedure. Given that proce- 
dure, it is remarkable that present rules regarding realization from ex- 
changes are as simple, and as generous to the taxpayer, as they actually 
are. Under good procedure, whether or not amy transaction gave rise to 
taxable gain or loss would be of little real interest, save to that rare and 
invaluable member of society, the accountant-philosopher. The corollary 
or completing basis-adjustment would be always of the same order of im- 
portance, to both parties, as the recognition of a current-income effect 
(gain or loss). : 

We find here the real source of confusion and complexity with respect to 
exchanges, both of shares and of other assets. The Treasury has needlessly 
placed itself in a very awkward dilemma. It has accepted a realization 
procedure which, “accidents” apart, gives all the trumps to the taxpayer. 
He has full access to his accrued losses as deductions yet can deny the 
Treasury access to his accrued gains as taxable income. “Realization’”’ is 
only the taxpayer’s business. If he is poor, uningenious, or unfortunate.as 
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an investor or enterpriser, he may have to expose his income in taxable 
form. In any case, the Treasury can only pray for realizations; the tax- 
payer takes the action. 

Having slavishly accepted a bookkeeping rule which is heavily biased 
against both revenue and fairness, the government (Treasury) then faces 
the awful question of how far it shall go in taking advantage of the rule in 
special cases where the bias is accidentally mitigated. Narrow construc- 
tion of the rule permits it to treat amy exchange of property as “realiza- 
tion” of the property received, at fair appraised value. Shall it insist on 
the narrowest construction, or if not, how far shall that construction be 
relaxed? Narrow construction means inequity among avoiders. A relaxed 
rule means missing the chance to make relative taxes less unfair between 
the “exposed”’ persons and other taxpayers generally. 

We need not consider here the many incidental anomalies and unfortu- 
nate consequences of a narrow rule—or the aggravation of its bad effects 
by Section 117. Instead, we merely suggest that these bad effects be at- 
tributed to the basic procedure—which interested parties appear to con- 
demn as roundly where it narrows loopholes as they commend it where it 
opens holes. To such people, a fool rule is wonderful in “‘calling quits” at 
gift or death; yet it is scandalous to hit an involuntary conversion, an ex- 
change of shares in ordinary reorganization, or a “horse-trade’”’ of business 
properties for like properties. Whether it is scandalous when one sells low- 
basis securities to finance a long illness or to meet sudden, unanticipated 
bank demands, is not so clear! 

Good procedure, of course, would give the taxpayer much freedom in 
using his “basis” in all property exchanges, subject only to accounting 
integrity and, perhaps, to injunction against obvious increase in the dis- 
crepancy between basis and current value. But, (laboring our point) the 
government can now concede such freedom only at grave risk (often cer- 
tainty) of being disinherited. Remove this risk, and the whole business can 
be worked out with a few, brief, general rules, expressed in sentences 
whose subjects and predicates are ascertainable by almost anyone. 

Note just one anomaly of detail which our procedure would remove. A 
“partially tax-free exchange” may now give rise to taxable income, to the 
extent of the money or “different property” received; but it may not give 
rise to a deductible loss. In the crazy-quilt of present procedure, this is a 
defensible asymmetry. It would not be defensible under our scheme. In- 
cidentally, we could also easily be rid of fantastic procedural involve- 
ments where exchanges involve assumption of debts. (It is my inexpert 
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guess that Regulations 111'° here manage to put sense into illustrative ex- 
amples which is lacking both in the text and in the statute.) 

Under our procedure—to conclude these fragments—the taxpayer 
should have large freedom to handle all property exchanges much as he 
pleases, subject to accounting integrity and, possibly, to injunction against 
increased discrepancy between basis and value. Demonstration that the 
new basis is not obviously out of line with current value of the property 
to which it applies, should be a sufficient defense of any accounting the 
taxpayer may choose to follow. 


DEPRECIATION AND OBSOLESCENCE 


Our procedure certainly would permit, if not assure, simplification of 
rules and practices as to charges against wasting assets—how much, and 
at what critical points, only a professional tax-accountant or an experi- 
enced civil servant could adequately indicate. Here again, the problem is 
different as between individuals and corporations, since these legal crea- 
tures seldom die without “realizing” and, when merely transformed or re- 
incarnated, usually pass on their “bases,” intact or properly adjusted, 
with their assets. 

The Treasury and Bureau are notoriously tough about depreciation and 
obsolescence—so tough, I am told, that their own responsible officers in 
Washington, if not in the field, consistently amend and relax the published 
rules and regulations. The toughness, of course, is natural and rather in- 
evitable, for reasons already labored above—a consequence of our pro- 
cedure, not of native meanness among civil servants (although the pro- 
cedure-environment much affects acquired characteristics). The Treasury, 
having misplaced itself in a kind of life-tenant status, naturally wants as 
little as possible of basis-depleting charges; while the taxpayer is aware 
that ‘‘you can’t take it [the basis] with you” or bequeath it either. The 
Treasury, while perhaps greedy and impatient under the best circum- 
stances, must inevitably act a bit tough in the face of the danger of “dou- 
ble charging,” i.e., of having to concede large “bases” to estates and heirs 
for property already fully charged off. Under our scheme, however, it 
could rest easy, save as regards accounting integrity. 

One must be deeply impressed by responsible reports of administrative 
arbitrariness and unreasonableness—but also by a certain unreasonable- 
ness in complaints which fail to recognize that the fault is really in the 

1° Professor Simons’ original reference was to Regulations 103. For the convenience of the 


reader, however, all references to Regulations 103 throughout these excerpts have been trans- 
lated to Regulations 111. [Ed.] 
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law. It’s hard to be sportsmanlike in a money game where the rules give 
your opponent the aces and the best coaching too. One of the great merits 
of our scheme is that it would enable revenue officers to behave like gen- 
tlemen, save when looking for fraud, and to advise taxpayers much as 
would their own hired experts. 1t might, incidentally, be a great boon to 
accounting practice and professional insight. Imagine a community full 
of civil servants who could and would advise taxpayers against accumulat- 
ing secret reserves, and quite disinterestedly! 

The present problem focuses upon obsolescence, largely because of a 
rather empty distinction which the Treasury has appropriated from ac- 
counting. Depreciation, by somewhat esoteric definition, is something that 
follows conventional, though not impressively statistical, norms of “ex- 
perience.” When these norms work badly in a particular case, we have on 
one side an obsolescence problem. The actual norms, being largely the 
contrivance of auditors anxious to assure adequate minimal (rather than 
maximum reasonable) charges, probably serve the Treasury rather too 
well—and overload the obsolescence Bureaucrat. 

Nothing in accounting is much more provisional and conjectural than 
an obsolescence charge. If not pure guessing, it is a kind of estimate which 
must be treated as tentative, subject to radical revision, and highly ex- 
perimental. If one is both wise and lucky, one may do fairly well over the 
years. But the Treasury, faced with disinheritance, cannot be very toler- 
ant of generous experimental charges." Trying to prevent overcharging 
of such conjectural items, it naturally enforces undercharging in many 
cases if not on the average (and who cares about averages in personal tax- 
ation?!). Under our scheme, the Treasury could afford to take its chances 
with generous charges and, I think, actually would do so. There is no good 
solution under present procedure for an admittedly serious present diffi- 
culty. The procedural change should, at the least, yield a shift of the en- 
forcement eye from “minimal adequate” to “maximum reasonable”— 
which is perhaps as much as anyone would ask. 

Some present rules, if not bad now, would surely become indefensible 
under our scheme. At present, the “basis” of depreciable property must 
not exceed the cost less something which won’t fit into a sentence, namely, 
the sum of the following items separately determined for each year: 

™* Cautious niggardliness finds less excuse with respect to corporations—although there is 
now a nasty problem here, with both tax rates and business uncertainties at a wartime peak. 
In principle, however, there is a derivative problem, not of major importance, in the effects of 
corporate accounting on the personal tax. Thus, higher corporate charges may mean not only 


smaller dividends but larger “distributions out of capital” which, in turn, reduce shareholders’ 
bases instead of increasing their incomes; and a basis-change may never have its income effect. 
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amounts allowed (actually charged) or amounts allowable (the maximum 
permitted?), whichever is greater. Thus, if you charge $1,000 in a year 
when $2,000 is permissible, your basis falls by $2,000; if you charge $2,000 
(permitted) in another year when $1,000 is permissible, again it costs you 
$2,000 in reduced basis! “A taxpayer is not permitted to take advantage 
(sic) in a later year of his prior failure to take any- depreciation allowance 
or of his action in taking an allowance plainly inadequate under the known 
facts (sic) in prior years.” In other words, one cannot offset one year’s 
overguess against another’s underguess, on the standard of a Treasury 
which knows all the “facts” —and perhaps, like Mr. Thurber’s lonely fig- 
ure, only facts. 

One finds here a really useful by-product of the distinction between de- 
preciation and obsolescence. At any rate, my casual acquaintance with 
the Regulations has revealed no corresponding “basis rules” about obso- 
lescence, although the short paragraph devoted to obsolescence charges 
contains intimations of omniscience.** 

Our procedure should sublimate all this loose talk about annual depre- 
ciation or obsolescence as fact. It should also, by virtue of averaging de- 
vices, do something to mitigate the stupid adherence by the Treasury to 
an accounting rule which, while properly enforceable for other purposes, 
does not belong in an income tax—namely, that depreciation charges 
must persist relentlessly through years of no income and net loss. Here is 
one little opening for taxpayer averaging; and the Treasury, perhaps an- 
gry at some “crank” who has been deploring its sins of omission, slams the 
door tight against it. All I can see in this regulation is Treasury deter- 
mination to exact every last penny of overtaxings from persons with fluc- 
tuating incomes, and to show enterprising upstarts the merits of being a 
club-loving rentier or a respectable bureaucrat. In a word, I don’t like it. 


DEPLETION 


There is little occasion here for discussion of depletion. All that is se- 
quential and relevant, of what we are competent to say, has been said 
above. But the subject is far too engaging to pass over when an oppor- 
tunity offers for digression. 

Our topic here is the personal income tax gua pork-barrel. Attention 
should be called to the fact that income-tax Hearings now closely resem- 
ble my impression of Hearings in the Subcommittees on Rivers and Har- 
bors and Pensions or, more notorious of late, those on silver policy or 
margarine taxes. After Ways and Means has listened to the life-insurance 


* Reg. 111, § 29.23(1)-5 (1946). 3 Reg. 111, § 29.23(1)-6 (1946). 
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lobby, to the oil, gas, and mining company executives, to Mayor La 
Guardia, Elisha Friedman, Harley Lutz, and other ardent proponents of 
“tax-exempts,” there is little time left to write the new income tax, and 
less reason for calling what is written by that name. 

The trouble here arises largely from the corporation tax which, being 
unprincipled and unreasonable at best, is defenselessly exposed to “rea- 
sonable” modification on behalf of anyone with a claque. But the personal 
income tax isn’t faring well either. It reads less and less like a prescription 
of taxes on persons according to their incomes, and more and more like an 
inventory of miscellaneous dispensations to groups regularly participating 
in the Hearings."* This is a serious matter for anyone who dislikes in rem 
elements in an income tax, even if he sees no suicidal danger in concealed 
democratic corruption. Depletion is only a case in point. 

The depletion loophole dates from an early dispensation known as “dis- 
covery value.” Legend has it that this was originally a ransom paid by 
Congress to a gang of prospectors, drillers, and option-hawkers who rode 
right into the Capitol and threatened to shoot the place up if the ransom 
was not paid. The legislation thus attained was explained to Joe Doak as 
a means for advancing geology. In any case, a large breech was made in 
that minimal requisite of fair income taxation, namely, in accounting in- 
tegrity as to “bases.” 

If Mr. Rockefeller (or, by chance, someone else) “discovered”’ oil, his 
income-tax basis of the property in question, instead of being its cost, be- 
came alternatively the value “at discovery or within thirty days there- 
after.” In other words, any accidental increase in land value because of 
oil discovery was not income to the drilling owner or option-holder (mere- 
ly tax-free reward for a good deed) if he sold the property, and could be 
deducted as depletion from his income if he operated the well. This legis- 
lation, a kind of subtle memorializing of the covered wagon, is reputed 
actually to have benefited slightly one real flesh-and-blood prospector; and 
there are several known instances where it benefited shareholders of com- 
panies with’ less than $100 millions of capital. : 

4 This trend has many unfortunate aspects besides those stressed in the text. It means 
cluttering up the statute with innumerable exceptions to general rules, if not, for corporations, 
jamming together quite different kinds of taxes on enterprises in different fields. More impor- 
tant, it means writing into the statute reams of stuff which should be, if anywhere, only in 
Treasury Regulations. Congress cannot stick to or perform its proper job of laying down gen- 
eral rules of income-tax procedure. It must also write in masses of administrative detail, 
because it is precisely in such details that handouts may most effectively and most obscurely 
be dispensed. Thus we move further and further from a principled statute and toward the 
mess which was the French Income Tax, if not ultimately back toward graduation by outlays 


for wig-powder, servants, and carriages, or by doors and windows. Something awful must 
happen to income taxation before the statute comes to require its own sturdy table. 
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The section in question, however, gave rise to difficulties. It was a bit 
hard to exclude hindsight in appraisals or to get anyone to accept a deter- 
mination of discovery value which promised less than 50% depletion 
charges’ against future “net” income. And there was always the hard 
question of how long the oil or ore would last. Besides, there were lots of 
corporations, with profitable use for gratuitous depletion deductions, 
which either had no plausible claim to rank with Columbus or had found 
the Treasury and the courts unimpressed by their pretensions. Thus, it 
was proposed to abandon discovery value for the politically important in- 
dustries and, while depriving no big company of its real benefits, to make 
them dependent merely on the property’s having been discovered (and what 
property hasn’t been?), so that they followed the property itself rather 
than the prospector. 

So, depletion procedure was marvelously simplified. If only all hard 
procedural problems could be solved so neatly! One no longer needs a 
geologist to determine depletion; one needs no relevant facts at all; 
and, naturally enough, all that silly fuss about basis adjustment is 
largely a thing of the past. One has little more tax use for bases than for 
geologists. If you keep your accounts in accordance with the law, your 
bookkeeper may rush in some fine morning and anxiously inquire what 
account he shall credit for the amounts charged as depletion; if he keeps 
on crediting Reserve for Depletion, that account will exceed the prop- 
erty account to which it relates! He may be bewildered or unsettled pro- 
fessionally when you tell him to keep right on charging and to make the 
credits to Surplus; but that is what you must tell him. He has probably 
heard of direct transfers to Surplus, but chances are he never imagined 
one quite like this! 

Depletion for oil and gas properties is now simply 273% of gross in- 
come; for sulphur mines (both corporations!), 23%; for metal mines, 
15%;*° and for coal mines, 5%—but not to exceed 50% of the net income 

8 The maximum percentage permitted “out of” discovery value. 

*6 A few less important cases should be added for completeness: fluorspar; ball and sagger 
clay; rock asphalt. 

While writing this section, I providentially received a seemingly excellent “Street” docu- 
ment analyzing the investment outlook for oil stocks. Its cold, objective tax-forecast speaks 
eloquently to my present point. Here it is: 

“There is no danger whatever in the present depletion allowance of 274% on crude oil being 
lowered. Reasons: The powerful silver bloc in Congress plus the other mining states congress- 
men, nee Oe Re ae ae nner neon niente SOR REE 
in depletion allowances. The allowances are not uniform, oil being the highest, but these 
interests don’t want them tampered with at all; they want the policy to remain as is. You may 
expect Mr. Morgenthau, and perhaps Mr. Roosevelt, to trot out their demands again that these 
allowances be lowered or repealed, branding them as unfair and inequitable, but they won’t 
even get as far as they have in other years.” 
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before depletion. Companies which prefer an old-fashioned method, as for 
depreciation, may use it if they prefer (as few do!)—take your choice. 
Mining companies not eligible for percentage depletion still have the dis- 
covery-value option, if they can successfully claim discovery—and most 
of them can to some extent if they just keep on digging !"’ 

Now I don’t like special subsidies (and, of course, no other kind makes 
sense—we can’t very well all pay subsidies uniformly to one another and 
remain sane). But open, straightforward ones, paid directly from the 
Treasury and formally recorded in public documents, have relative merit. 
They are less likely to survive out in the sun. It’s this trick of hiding sub- 
sidies away where only a few experts can see or detect them that jeopard- 
izes democracy and makes me mad. Hiding them in tax laws is peculiarly 
bad. I used to think the exemption of interest on bonds of Joint-Stock 
Land Banks was close to some absolute nadir in policy. But percentage de- 
pletion puts that fool exemption out of the running—and, besides, is 
quantitatively important. 

It is a shame that the Treasury does not publicize the facts in such 
cases. I can only report here a rumor among statisticians that the total 
of depletion charges in the oil business greatly exceeds total private capi- 
talizable outlays for prospecting, exploring, and developmental research. 
Indeed, there is strong suspicion that what the Treasury loses in tax revenue 
by virtue of fictitious depletion charges (i.e., from the excess of charges 
over what they would be without handouts to this special class of prop- 
erty) exceeds all those private outlays. I can’t vouch for these conjectures 
—although the rough orders of magnitude seem plausible. Certainly they 
suggest an interesting commentary on the apology that this racket serves 
to promote discovery and exploratory work—which apology, along with 
that for tariffs on oil products, is also strangely discordant amidst wider 
clamor about national oil conservation! But the fact that I don’t know the 
facts—that only beneficiaries of the subsidy know the orders of magnitude 
—is an adequate reason for griping about the subsidy form. 

Another proper complaint is that even a specialist cannot make out 
what the law is, by however many rereadings. It becomes clear, after 
strenuous efforts, that a corporation may have one basis (or none at all) 
for its annual charges; it may have a very different basis for determining 
when distributions to shareholders are “paid out of capital”; and what the 

Sate eee that is not a “discovery” if the 
vein is uninterrupted; and your discovery-value or other “basis” remains unaltered. However, 
of you bia shaneupen Gir Ganeadts widow teat of “tanto ” before becoming aware of the 
unexpected largesse of nature, then your “basis” is generously and gratuitously replenished 


and your tax outlook radically improved! The moral, I suppose, is clear: stick to the precious 
and semi-precious metals. 
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general rule is for gain-or-loss basis when property is sold I defy anyone to 
determine. A hyperspecialist might tell us the practice. 

My ignorance (perhaps unpardonable) makes it difficult to discuss a 
matter of central interest: namely, the question of how one determines 
gain or loss at sale of a property which has been written off completely 
by (allowed) depletion charges—or written off twice or ten times over! 
The actual rule is fairly clear for years preceding 1932. You computed 
your gain-or-loss as it would have been computed if you had followed 
honest, conventional accounting throughout—i.e., in terms of cost of the 
property less what ordinary, honest charges would have been made with 
approval of a C.P.A., and without regard for what you did actually charge 
off under the dishonest law. This, of course, meant eating your cake and 
later eating most of it all over again. What corresponding procedure has 
been since 1932, I can’t pretend to know. The rules seem to be the same for 
depletion as for depreciation and obsolescence; but, if so, I am fascinated 
by the business of determining gain or loss from a negative basis. Possibly 
practice simply calls quits at zero. But the law says adjustment shall be 
made in all cases for “depletion, to the extent allowed’’! This is a bit like 
the legendary Arkansas statute about right-of-way at railroad intersec- 
tions.”* 

The actual problems here are mainly those of the corporation tax; but 
they are not insignificant, either now or under our procedure, for personal 
taxation. Consider the case of an unincorporated oil, gas, or mining enter- 
prise. Our procedure calls for giving taxpayers wide latitude in the use of 
their bases (cost or value at transfer, adjusted) , subject always to account- 
ing integrity as to bases. What shall our procedure do about depletion? 
Clearly one can’t give much freedom in the use of bases if there are cases 
where taxpayers have no bases (percentage depletion) and/or no account- 
ing integrity (discovéry value). If the mess is rotten now, it would be in- 
supportable within our scheme. Don’t ask me what should be done about 
negative bases! There is nothing else to do about them, under good law, 
but to lock up the taxpayer! One may calculate his annual charges as one 
pleases: as percentage depletion or as amortization of discovery value. 
But when a person has exhausted his actual basis as determined by hon- 


8 My guess is that the Bureau does call quits at zero—which reasonable people might con- 
done as the least unlawful among feasible or practical rules. If so, I am unreasonable. My 
view is that, if a depletion racket is legitimized under Section 114, it is not a proper action of 
ee ee ee eee ee 
even though such amendment does facilitate “orderly alienations of depletable assets.”’ It is 
not the business of the Bureau to anticipate the Silver Senators et al., i. e., to change legislation 
because they would soon change it if the Bureau didn’t. If we must have the depletion racket 
also in Section 113, Congress should publicly put and exhibit it there. The Treasury should not 
ransom the Secretary privately by administrative regulations. 
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est financial accounting, he can make no more charges unless he replen- 
ishes his basis either by investment or by writing it up at the expense of 
equal simultaneous addition to his taxable income. Under our scheme, 
those who want subsidies will have to go to the Appropriations Commit- 
tee. Corporations can deplete as they please for corporation tax for there 
would not be any such tax. But individuals in the same income circum- 
stances must pay the same income tax, including even those who mine 
silver. 

Consider now calmly how many pages might be cut out of statutes and 
Regulations if only we treated owners of depletable assets like other tax- 
payers, instead of like monsters who might eat up the Secretary if the 
huge ransom payments were discontinued. 


BAD DEBTS AND WORTHLESS SECURITIES 


These cases are more important than their quantitative magnitude 
would suggest. They involve special difficulties for both Bureau and tax- 
payer and are of much interest in principle. Like depreciation, depletion, 
obsolescence, inventories, and involuntary conversions, they invite con- 
cessions from the realization criterion by the Treasury in favor of the tax- 
payer. 

Being allowed to reach accrued appreciation of a taxpayer’s assets only 
if or as he sells, the Treasury is naturally reluctant to permit loss deduc- 
tions on more generous terms. Charges against wasting assets are, in prin- 
ciple, a concession, albeit a conventional one, from the realization rule. 
This view perhaps suggests a rational explanation, both of the niggardly 
restriction of actual charges and of the narrow limitation of the category 
of chargeable assets. What, now, of other assets? 

Present practice appears to distinguish, inter alia, among three cate- 
gories: (1) commercial accounts-receivable, where a kind of market-value 
inventory-procedure is permitted (bad-debt allowances); (2) fixed money 
contracts, where, subject to onerous burden of proof, the asset not only 
may be written off when worthless but may occasionally be written off 
partially; and (3) ordinary equities (corporate stocks and other), where 
only total loss is recognizable. While defensible under present procedure, 
such categorical distinctions among kinds and degrees of loss are certainly 
inelegant and troublesome. They would be indefensible under our scheme. 

The crudity of the realization criterion, strictly construed, is evident in 
the case of property become worthless. Here we find something roughly 
analogous to the vanishing of accrued gains at gift or death. The asset has 
simply died; and the taxpayer is shut off from themormal device for “real- 
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izing” a loss. It is hard to arrange a sale of something worthless, especially 
if the junk-man will have none of it; and hard, in any case, to demonstrate 
that the transaction was not a gift! If you can get someone to haul the 
thing far enough away, the Treasury will let you deduct the loss; but this 
on principle is a concession from the rule (of which concession gain-realiza- 
tion at gift or death would afford a kind of counterpart). 

Depreciation of “non-depreciable” assets also presents an awful prob- 
lem of income allocation among periods, Not being authorized to give 
away government property, the Treasury naturally wastes a lot of its 
and taxpayers’ time seeking to assure that taxpayers do not “unlawfully” 
allocate losses to periods where they are useful (where the marginal tax- 
rate is high) instead of to periods in which they “actually occurred.” 
Again, this means deliberate aggravation of penalties on mere fluctuation 
of annual income—and litigation which is even worse in kind than in 
amount. It is the antithesis of taxpayer freedom in the use of their bases. 
A balanced, integrated realization procedure and some kind of averaging 
are indispensable, if only to preclude bitter controversy over the essential- 
ly metaphysical “questions of fact” here involved, and to put an end to 
preposterous legal ceremonies, reminiscent of trials for heresy or witch- 
craft, for “settling” such questions. 

Under our procedure, all this knotty mess could easily be untied. With 
full recognition of gains assured there would be no excuse for niggardli- 
ness, as to kind or degree, with respect to losses recognized. Everyone 
could be not only permitted to keep his bases close to the value facts as 
currently apprehended but actually encouraged to do so. Securities could 
be written down just as readily for value declines of 10% or 99% as for 
total loss. Instead of being obliged to demonstrate that ‘due . . . . to the 
financial condition of the debtor, or conditions other than market fluctua- 
tion, the taxpayer will recover upon maturity none or only a part of the 
debt evidenced by the bonds,’"*® the taxpayer need justify his write-off, 
if at all, only on market evidence. The great improvement, of course, 
would come in the case of equity securities where unquestionable market 
evidence of even radical depreciation is now inadmissible and irrelevant. 
Instead of forever saying that shareholders and others cannot claim losses 
“merely on account of shrinkage in value . . . . through fluctuation (sic) 
of the market,””* “our” Regulations should say: “The taxpayer is strong- 
ly advised, at least in the case of all assets such as listed or actively traded 
securities, to keep his basis reasonably in line with current values and, 

9 Reg. 111, § 29.23(k)-4 (1946) (italics added). 

* Reg. 111, § 29.23(€)-4 (1946). 
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erratic market fluctuations apart, not to allow gross discrepancies be- 
tween his basis and his probable realization to arise or to persist.’’* 


INVENTORIES 


Since inventory procedure is largely confined to assets of high turnover, 
present realization procedure (Lifo apart) involves fewer glaring tax 
anomalies here than in its other aspects. Actual rules of tax procedure, 
however, are inordinately complicated, confining, and inflexible. 

The Regulations contemplate, in the ordinary case, that inventories 
will be valued, as per Fifo, at cost, or at cost or market whichever is lower. 
Inventories at market, e.g., for raw materials, are left in an ambiguous 
position, being neither explicitly permitted (save for dealers in securities) 
nor excluded. The “‘farm-price method” and perhaps the “retail method” 
involve an approximation to market valuation, but for restricted special 
cases and, of course, for only “finished goods” in those cases.” 

The cost-or-market rule is significant again as a concession by the 
Treasury from a strict realization criterion. In its asymmetry, it is obvi- 
ously biased against the Treasury, since it permits deduction of unrealized 
losses while not permitting or requiring the corresponding recognition of 
accrued gains. It is perhaps the most important case, after charges for 
wasting assets, of loss deductions permitted without realization. Its im- 
portance in principle should not be lost sight of merely because it involves 
such a natural adjustment of tax procedure to established accounting 
practice. If tax law grants this concession where conventions of account- 
ing appear to make imperative demand, accounting should not begrudge 
tax law the constructive realizations which the latter imperatively re- 
quires, especially since no untoward influence on business or accounting 
practices is involved in such a reciprocal concession. 

Introduction of these constructive, personal realizations at gift or 
death would permit a vast simplification and a much needed loosening up 
of inventory rules. As things stand, the taxpayer is confronted by a range 
of options which, while numerous, are far from being adequately inclu- 
sive, and of which each is unduly circumscribed. Moreover, having made 
his choice, the taxpayer is severely restricted as to changes of procedure 
and as to required transition adjustments where petitions for change are 
approved. All this rigidity of detail could and should be broken down un- 
der our scheme. With final reconciliations assured for all taxpayer individ- 


at Reg. 10,000, § 29.23—we won’t need subsections! 


= Thus, for none of the really appropriate or important cases and for one of the least 
appropriate cases (retailing). 
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uals, inventory procedure might be circumscribed only by the require- 
ment of accounting integrity through time. The taxpayer might at least be 
permitted any inventory valuation which does not involve an increased 
discrepancy, from the preceding year, between the inventory figure and 
the facts (i.e., market or fair-appraised value). 

Some accountants will deplore the wide latitude or taxpayer freedom in 
inventory valuation which our scheme offers or permits—as likely to en- 
courage “loose or radical tendencies” in general accounting practice. Such 
people will perhaps also be alarmed by our narrower proposal which seems 
to use current market valuation as a kind of norm or criterion for limiting 
taxpayer discretion. Even on their premises, however, what we here have 
in mind seems rather unobjectionable. Taxpayers might be given much 
the choices now open to them (although current-market valuation certain- 
ly should be available, at least in clearly appropriate cases, as one definite 
option), with no questions raised so long as they adhere to the acceptable 
procedure chosen. Our current-market criterion would thus enter only as 
part of a clear-cut rule determining when changes of procedure could be 
made without approval of the Commissioner. This would reduce the scope 
of power vested in the Commissioner and avoid the necessity, in most 
cases, for seeking and obtaining special dispensation for change of method. 
Thus taxpayers could freely change from one inventory method to another, 
subject only to the necessity of asserting, with appropriate declaration of 
facts, that the change would not serve to reduce current taxable income 
by increasing unrealized inventory gains (over those of the preceding 
period and/or over what such unrealized gains would have amounted to 
in the current year under the procedure abandoned). What constitutes 
proper and improper accounting for nontax purposes, or what changes 
are acceptable and unacceptable, might then be dealt with as nontax is- 
sues, and on their merits as such. As elsewhere, the Treasury would have 
little real concern about the details of inventory adjustments. 

The idiosyncrasies of Fifo’s odd younger brother, Lifo, cannot be close- 
ly examined here. This recent addition to our menagerie of tax curiosa, 
however, could clearly be “put away” under our scheme, with consider- 
able statute simplification and perhaps with some reduction in insanity 
among conscientious accountants. The tolerance or silence of reputable 
practitioners with respect to this tax-induced corruption of professional 
standards is sometimes amazing to the outsider. Having railed against 
proposed. departures in tax law from time-honored rules-of-thumb in re- 
spectable practice, the professionals seem now amazingly undisturbed 
about a rank departure calculated to reduce particular tax liabilities, 
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Last-in-first-out procedure (Lifo) really grants to taxpayers the privi- 

lege of using a method explicitly and properly denied to them under the 
Regulations,”* namely, “Using a constant price or nominal value. 
This procedure, besides misrepresenting current income, raises in the 
imagination of one not wholly initiated into a mystery the strange spec- 
tacle of an honest C.P.A. solemnly certifying to a balance sheet for 1933 
where inventories are valued at 1929 prices—or, prospectively, certifying 
to a balance sheet in 1999 where the inventories are valued at cost in 
1939. I have never found much intellectual satisfaction in original-cost 
schemes of public-utility valuation for rate-making purposes. Even if this 
latter idea has merit, however, it hardly can retain that merit intact when 
extended to original, historical cost in tax-procedure inventories. Within a 
century or two, some inventory figures in current-income declarations are 
certain to become interesting to archeologists! One might then do scholar- 
ly research in the remote history of prices merely by acquiring access to 
recent income-tax returns! 

The explanation of all this foolishness appears to lie in the general aver- 
sion to explicit averaging. The only sound argument I have heard for the 
Lifo option is that it would, on recent data, serve to mitigate a serious 
overtaxing of corporations subject to wide income fluctuations. Thus we 
have dragged in all this mess through the back door because we were un- 
prepared to admit averaging rebates undisguised at the publicly exposed 
front entrance! To what lengths of accounting dishonesty and statute 
complications we have gone merely to disguise an urgently needed reform 
—and what limited and special relief we have thereby attained for a per- 
vasive injustice and diseconomy! If Lifo is not the most complicated of 
averaging schemes, and the least effective, my judgment on tax issues (as 
many readers will perhaps readily agree) is worthless. Any crude scheme 
of averaging rebates, not to mention flexibility in inventory procedure, 
would enable us to get rid of an unlovely contribution of uninspired statis- 
tical empiricists to our tax edifice. 

To be sure, a case can be made for Lifo, the rest of our tax law being 
what it is.’* Broadly viewed, this case is less a defense of Lifo than a satire 
on the rest of the law. The expedient, moreover, indicates alarmingly the 
route ahead if we continue such ad hoc tinkering and keep on trying to get 
a satisfactory tax edifice by forever adding gadgets and superstructure 
instead of repairing the foundation. 


%3 Reg. 111, § 29.22(c)-2 (1946). 


+4 It is interesting, incidentally, that the Lifo option is available only to taxpayers willing 
to abandon the privilege of writing down inventories to “market,” when current market values 
are below cost. 
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STOCK DIVIDENDS 

The stock-dividend problem, while essentially unimportant, invites 
special attention. It has been the subject of extensive, conspicuous litiga- 
tion, and of ponderous judicial rhetoric which achieve hitherto unplumbed 
depths of legalistic foolishness. It has produced a mountainous collection 
of journal articles and commentaries, some of them burdened with im- 
mensely irrelevant scholarship, legal and economic. Economists, blissfully 
ignorant of elementary bookkeeping, have risen in hordes to pronounce 
upon the relevant accounting problems. Accountants, blissfully ignorant 
of elementary economics, have rushed in to clarify the economic problems. 
Others, mainly lawyers (save for Professor Fisher), have, as misguided 
and unwitting Platonists, sought to uncover the realities and to dispose 
of all problems by ad hoc revision of dictionaries. Amidst all this verbal 
barrage, the stock-dividend problem has come through almost untouched, 
Great intellectual excitement has caused people to search furiously for the 
problem, and often to “find” it, almost everywhere save where it plainly 
and obtrusively was.” 

The problem of income tax procedure as to stock dividends can use- 
fully be discussed only as a detailed aspect of larger problems. A really 
good solution is attainable only by radical change in present procedures for 
determining the taxable income of (inter alios) stockholders in corporate 
enterprises. Proximately the problem is one of undistributed corporate 
earnings and, especially, of gains and losses on capital assets; at bottom, it 
is a problem of the present avoidance loopholes at gift and death. 

Transactions between a corporation and its shareholders as such should 
give rise, accounting-wise, either to taxable income to shareholders or to 
change in the gain-or-loss basis of the stock in the hands of shareholders 
when the transaction occurs—or to both. Whether any particular trans- 
action is treated as giving rise to personal income or to change of basis 
must be determined rather arbitrarily. Arbitrariness, however, need not 
result in unfairness among taxpayers if ultimate reconciliation is assured 
—save for needless absence of averaging correction of excessive levies 
where taxable annual income fluctuates widely. At best, the arbitrary 
procedure would be only provisional, treating a particular receipt as in- 
come or not income subject to a definitive reconciliation in the future. 
Arbitrary details may comprise a total procedure which, over time, is 
not arbitrary at all but nicely calculated to apportion taxes among per- 
sons according to their real income circumstances. 

*s At the cost of some (perhaps useful) repetition, I am following in the next few pages the 


language of a memorandum prepared against the possibility of a more radical decision than 
that actually rendered in Helvering v. Griffiths, 318 U.S. 371 (1943). 
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We should always recognize that the best procedure must be crude and 
rough in its determination of a person’s relative income as among particu- 
lar periods or years. Even if this were not true, the case against taxing per- 
sons progressively according to annual incomes would still be decisive. 
Tax payments should be provisional in any case. Since income is inherent- 
ly a provisional estimate, the case for averaging devices or rebates is 
doubly clear. 

Income tax procedure should seek to minimize fluctuations in the tax- 
payer’s annual income, besides correcting for it afterwards. A more ele- 
mentary objective, however, is that of following through with any pro- 
cedure so that all positive elements of income are ultimately reached and 
all negative items fully deducted—i.e., so that all gains and losses accruing 
to a person during his lifetime become taxable to or deductible by him. 
Fluctuations of annual income may be dealt with afterwards. It is failure 
to reach income or to permit adequate loss deductions which must pri- 
marily concern the student of policy. 

A basic fault of present procedure is that it fails so to follow through— 
that it provides for no such final or ultimate adjustment or reconciliation 
of initially arbitrary determinations. The result is that the greatest im- 
portance attaches to details which should be unimportant. Under good 
procedure, it would be a matter of small moment whether a given event 
or transaction gave rise to taxable current income or to equivalent change 
in the basis from which taxable income will, on some future occasion (cer- 
tainly sometime), be calculated. As the law stands, an inherently arbi- 
trary choice determines, in many cases, not merely when an element of 
personal income shall be taxed but whether it will ever be taxable at all— 
for the change of basis is now without effect if the property remains in the 
possession of the taxpayer or his donee until death. At best, the choice 
determines whether the element of income will be fully taxed or very par- 
tially taxed as capital gain. On the other hand, the same kind of arbitrari- 
ness in detail may now grossly overtax an individual while offering him a 
potential loss deduction which, because of Section 117, is nowise equiva- 
lent or compensating. 

It would not be wholly unreasonable to treat all payments to share- 
holders as returns of capital (as reducing their basis), until the basis was 
exhausted—as we used to do for life annuities—if then all subsequent re- 
ceipts from the shares (sale proceeds, if sold, or the value at time of gift or 
death) were treated as net income. Conversely we might treat all receipts 
as net income when received, postponing reconciliation until sale, gift, or 
death—i.e., always leave the basis unchanged until the property passes 
to others, but with full reconciliation at that time. 
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Actual procedure approximates the latter of these extreme devices, but 

with many exceptions: payments from depletion reserves and other returns 
of capital; distributions out of pre-1913 corporate earnings; investment- 
company dividends offset by net capital losses; etc. In general, present 
procedure presumes that anything “paid out of” accumulated cor- 
porate earnings is income to the shareholder. The arbitrariness of this pre- 
sumption, where shareholders have acquired stock at widely different 
times and costs, is evident, especially where one has purchased shortly be- 
fore declaration of a large and wholly extraordinary dividend. What calls 
for emphasis is, not that this rule is wrong (it is perhaps the least objection- 
able among feasible rules), but that it involves a presumption and is de- 
fensible only. if it is really provisional or tentative, i.e., subject to ultimate 
correction or offsetting in the future. 

The question of whether a stock dividend is income should never have 
been asked. The proper question is whether treating it as income is pro- 
visionally appropriate as part of a total system of procedure; and the an- 
swer must run in terms of how the total system works out in allocating 
income among periods and, especially, how properly it measures the ag- 
gregate income over the taxpayer’s period of ownership. For a good total 
system, the question is trivial or of very minor importance. Under present 
law, the particular question is hard or impossible, since no really good re- 
sult is attainable by possible change in procedure merely as to dividend 
transactions. 

Let us note here several possible procedures: 

1. Stock dividends (common-on-common) might be treated as taxable 
income, 

a. At fair, appraised current market value, or 

b. At par or other value as used by the corporation for its balance-sheet 
accounting. 

In either case, the basis for the old shares remains unchanged; dividend 
shares might be handled either as per “Lifo” or “Fifo.”’ 

2. Dividend shares might be treated merely as having zero basis or 
“cost,” the basis of old shares remaining unchanged—again with “Lifo”’ 
or “Fifo” for the dividend shares.” 

3- The cost or “basis” of the original shares might simply be appor- 
tioned over the original and dividend shares, the basis of dividend shares 
becoming the average cost of new and old shares where old shares were 
purchased at different prices, with equivalent reduction of old-shares 
bases. Here there could be, besides “Lifo” and “Fifo,” allocation of new 
shares pro-rata among increments of original shares, and even allocation 
*¢ Helvering v. Gowran, 302 U.S. 238 (1937). 
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of a different basis to new shares received on each increment (certificate) 
of old shares (which, I understand, is the present practice—the Regula- 
tions seem to involve calculated ambiguity on the question). 

If all transfers of property were treated as “realizations” of the fair 
market value at time of transfer (by donors at time of gift and by de- 
cedents during their last taxable period, as well as by sellers), it would ob- 
viously make little difference which of the above procedures was followed. 
Save for administrative complications, taxpayers might be allowed to 
choose freely among them. Now, however, procedure (1) would assure full 
taxation of gains which might otherwise escape entirely or which might, 
as capital gains, be taxed to only half their amount and at a lower rate. 
For shareholders with accrued losses, it (1) would add an item of current 
income, while increasing the realizable loss deductions. Some taxpayers 
might die without realizing the offsetting loss; but, at best, the added 
loss, if realized, would reduce taxable income by only half the amount by 
which the dividend increased it—not to mention the other limitations of 
Section 117. 

It is my opinion that the Treasury should not seek radically to alter 
present rules as to stock dividends even if Supreme Court decisions should 
clearly render such alteration possible. There is no hope of making any 
real headway against basic shortcomings of the present law by such altera- 
tions; and, with a few exceptions, considerations of simplicity in procedure 
dictate adhering to the “legislation” effected by the Court in the Macom- 
ber and subsequent cases. Qua legislature, the Court has not done badly, 
although its reasoning has been almost wholly misguided, and its dicta 
sometimes ridiculous. If the Court should henceforth leave such legisla- 
tive matters to the Congress—judging procedure as a whole and its results 
over time rather than ad hoc details—recommendations for legislation 
might be made as follows:?7 

1. Dividends of ordinary common stock in such common stock should 
give rise merely to change in the per share basis. If legally feasible, it 
might be desirable, where the original shares were acquired at different 
prices, to allocate the basis on the assumption that all shares were pur- 
chased at the cost of the earliest lot (or, better, the cheapest lot)—and to 
apply the “Lifo” rule to dividend shares or, under “Fifo,” to treat them 
as part of the earliest lot of original shares. In any case, procedure in such 
cases should be clarified in the Regulations, if not in the law. (I find Regu- 
lations 111 ambiguous or unintelligible on such questions.) 


*7 The following are proposals for detailed changes within the present faulty procedure as to 
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2. All other “stock” dividends should be fully taxable, at the market 
value of the dividend shares—preferred-on-common, common-on-pre- 
ferred, etc. This involves some change from present law, especially in spe- 
cial cases of dividends, preferred-on-common. The rule here should be gen- 
eral and simple, and all complicating exceptions, based on exegesis of the 
Macomber decision, should be eliminated. 

Simplicity (and narrowing of loopholes) dictates leaving the basis of 
the old shares unchanged and using a market-value basis for the different 
dividend shares received—i.e., following here the analogy or presumption 
of the cash dividend. 

3. In the interest of simplicity and convenience, there should be radical 
change in procedure as to stock rights. Where rights are exercised by the 
shareholder, policy may be debatable. My preference is for giving the 
new shares as basis their actual present cost to the purchaser—i.e., option 
price if rights are exercised by original shareholder and option price plus 
cost of rights where rights are purchased—and, save where rights are pur- 
chased, for imposing the “Lifo” rule on stock acquired by means of rights. 

However, where rights are sold, the selling value should be treated as 
net income and no change should be made in the basis of the shares. The 
Miles case** introduced needless complications, especially for the small 
shareholder. Surely few if any small shareholders, selling their fractional 
rights, do or could follow the lawful procedure. It would be a great simpli- 
fication to treat the proceeds of all right-sales as income—and one of the 
important changes opened up by reversal of the Macomber decision. 

To repeat, I think procedure should be simplified also in the case where 
the stockholder exercises the rights (as above)—that the basis should be 
actual, not apportioned, cost; that future sales be treated as made, first, 
from rights-purchased shares; and that the basis of old shares should re- 
main unchanged by exercise of rights. 

4. The seller of rights should, at least, be permitted and encouraged to 
treat the proceeds as current net income, if he so chooses, and to retain 
the old basis for his shares. A corresponding option should also be avail- 
able to the person who sells promptly any dividend shares (common-on- 
common). 

1 am aware that my suggestions as to rights and rights-acquired shares 
do not square neatly with the suggestions as to the common-on-common 
dividend. Consistency in inherently arbitrary details, however, is not a 
great virtue. What I’m after is simplicity—i.e., a set of rules such that, in 
the great majority of cases, a taxpayer, computing gains or losses from 

28 Miles v. Safe Deposit & Trust Co., 259 U.S. 247 (1922). 
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sales, will need to determine only the actual cost of the shares sold. In- 
deed, I might go still further, proposing that the common-on-common 
dividend be treated as net income where fractions of shares are sold. This 
would simplify arithmetic calculations and, what is more important, 
would require no change of basis for innumerable holders of small lots who 
promptly dispose of their fractional shares. 

It may seem strange that, going so far, I do not simply go on, proposing 
to treat all dividend shares as income when received. This solution would 
be elegant and would avoid many complications and seemingly arbitrary 
distinctions. The probable consequence is that there would be no more 
common-on-common dividends—a result not greatly to be deplored. But 
I see no good reason why the personal income tax should effect such a pro- 
hibition—es pecially since the same results could be attained by tax-free reor- 
ganization or recapitalization and exchange of stock. Deliberate reduction in 
the value of the trading unit is often a legitimate and commendable ob- 
ject of corporate policy. While a good case might be made for restricting 
such practices to dividends in even multiples per share (1:1, 2:1, etc.), 
this is hardly a proper matter of taxation policy. Besides, if we tax the 
common-on-common, what shall be done when par values are reduced, 
say by half, and new shares exchanged for old at two for one? A distinction 
can be made, to be sure, in terms of effect on corporate surplus; but the 
significant difference to shareholders will seldom be substantial. 

If taxation did not stop the common-on-common dividend, moreover, 
it might often give rise to gross inequity, as between old and recent pur- 
chasers, and as between shareholders with accrued losses and those with 
accrued gains. Reaching some accrued gains that would otherwise never be 
realized or taxable, and reaching as ordinary income some which would 
otherwise enjoy the abundant generosity of Section 117, we should also 
overtax many persons while denying them corresponding subsequent off- 
sets. (Some misguided person will doubtless make a statistical study to 
determine by how much, on balance, the avoidances estopped would ex- 
ceed the overtaxings and how much the Treasury stands to gain or lose by 
the choice of procedures; but sounder decisions can, I think, be reached 
more easily without such data than with them!) If this difficulty arises 
with all taxable dividends, it is more serious with the stock dividend be- 
cause of its greater irregularity. 

It will be argued, of course, that the ordinary stock dividend facilitates 
wholesale avoidance with respect to undistributed earnings. Suppose a 
company earns 10% annually and “pays” only annual stock dividends, 
one share for ten. Selling his dividend stock, with cost apportioned, the 
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stockholder can realize his full share of the earnings annually, while ex- 
posing himself to tax only on a very small (albeit increasing) fraction of 
his income. However, the stock dividends facilitate avoidance only for 
the non-saver who cannot easily borrow the increment, and only for the 
small shareholder in any case. The large shareholder can always realize his 
increment by selling each year 10% of his remaining shares, without any 
dividend. 

If Eisner v. Macomber should be overruled, the result will not be very 
important for its effect on procedure as to stock dividends. Repudiation 
of the argument and dicta in that case, however, should leave the way 
fairly clear for really important reforms, e.g., treatment of shareholders 
like partners (which strikes me as undesirable for practical reasons) or 
treatment of every transfer of property, whether by sale, gift, bequest, de- 
vise, or inheritance, as a “realization” by the transferor of the value at 
time of transfer. 

The above material is reproduced from a memorandum prepared near- 
ly a year ago, when definitive overruling of the Macomber decision seemed 
a real and imminent possibility. The first part may serve here usefully to 
restate, in a much-discussed special context, the main considerations with 
which we have sought to support our basic proposals: for constructive 
realizations at gift or death, for full inclusion of capital gains and full de- 
duction of capital losses, for generous carry-over provisions, explicit and 
implicit, and for averaging rebates. The last part should serve to indicate 
that elegant and effective solution of the particular problems is simply im- 
possible within the general framework of existing law and its realization 
procedure. Some of the particular proposals are certainly questionable, if 
not clearly ill-conceived. At the least, however, they-should afford a useful 
commentary on the shortcomings of the law within which they were in- 
tended to operate. 

Within the scheme of procedure advocated in this tract, these special 
problems all become easily manageable if not unimportant. Thus, we 
avoid entirely the impossible (constitutional!) question of whether a par- 
ticular receipt is categorically income or not-income. Whether a particular 
receipt should be taxed as income disappears as a real question, being dis- 
placed by the sensible practical question of when and how it shall be taken 
into account in measuring or calculating income. 

Under our procedure, however limited the taxpayer’s basis-freedom in 
other details, the central rules clearly should afford wide latitude or carte 
blanche for basis-apportionment in the case of all stock dividends, stock 
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rights, and exchange of shares during recapitalization.*® The present sharp, 
arbitrary, and constitutionally uncertain line between taxable and non- 
taxable dividends would disappear completely. 

Shareholders properly would have an indefinite number of options, 
ranging at least between the extremes (a) of reporting as income the value 
of shares received, as for the common-on-preferred and most preferred-on- 
common dividends now, without any basis adjustment for the old shares 
and (b) of reporting no current income but apportioning the basis of the 
old shares between old shares and dividend shares, on any reasonable for- 
mula, if not with the full freedom which would permit, inter alia, the zero 
basis for dividend shares. Moreover, the same rules or options might cover 
all kinds of stock dividends—common-on-common, common-on-preferred, 
preferred-on-common, preferred-on-preferred, etc. Furthermore, the nar- 
rowest basis-freedom here contemplated would eliminate all serious dis- 
crimination or differentiation between cash dividends and stock dividends. 
While the shareholder presumably would report all cash distributions as 
current income, freedom to adjust his shares-basis, notably for extraordi- 
nary dividends or in conformity with changes of market value, would in 
fact make the options on cash dividends much like, if not identical with, 
those on other distributions. 

Certainly, the present intricate mandatory apportionment in the case 
of stock-rights,*° small and large, could be happily thrown overboard bodily 
and replaced merely with an injunction against carelessness or fraud in 
accounting integrity as to bases. Where rights-sales involve relatively 
small accounts, the taxpayer should be advised and urged to report the 
proceeds currently and to avoid complicated basis-adjustments. Incident- 
ally, here is one more case where cumbersome temporal distinctions should 
be weeded out of statute and Regulations. 

It thus seems not extravagant to claim that our procedure offers an 
elegant and definitive disposition of the vexed stock-dividend question. 
It permits radical simplification of relevant sections of statute and Regu- 
lations. It offers vast relief to the courts from an impossible (if self-im- 
posed) task of legislation and technical administration.* 


29 See also Reorganization, p. 32 supra. 
3¢ Reg. 111, § 29.22(a)-8 (1946). 


# This task is as unbecoming to the er as it is obviously beyond the competence 
or purview of that strange, traditional, parochial learning which is the intellectual certification 
of great chancellors. Judges perhaps can be taught, in a few generations, to apprehend some- 
thing of the simple conception, accounting integrity. Such apprehension is all that should be 
expected or required of them, at least as regards constitutional questions of income-tax pro- 
cedure, With such common-sense equipment, they may decide tax issues, writing opinions with- 
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“FICTITIOUS GAINS” (PRICE-LEVEL CHANGES) 


Now a few words on a common apology for special treatment of capital 
gains, namely, that such gains often (sic) reflect mere reduction in the 
value of money. Thus, it is said to be improper to tax as income even a 
realized gain of, say, $100,000 on property purchased in 1915 for $100,000 
and sold in 1920 for $200,000, if the price level meantime has doubled. 
This view will appeal to sophisticated minds unsullied by contact with ac- 
tual income accounting or tax procedure—although more sophistication 
is required to see the (much) nonsense than the (little) sense of it. 

A slight demurrer may be offered immediately: Are such gains com- 
monly or largely fictitious in the sense implied? Many doubtless were thus 
fictitious during the Revolution, during the Civil War, and during World 
War I—and, thanks again to inadequate taxation, will be during at least 
the early 1940’s. But what of such gains during less abnormal years? 
When were they substantially fictitious during the lifetime of Section 117 
and its differently numbered predecessors? Must we ruin our peacetime 
income tax merely to prevent its taxing “fictitious” wartime gains? 

A second demurrer bites even deeper: Supposing that fictitious gains 
are mainly an incident of wartime inflation, is it really bad to tax them 
after all? Are the inevitable inequities of wartime inflation mitigated or 
aggravated, on balance, by taxing such gains as income? The answer 
(“mitigated”) is almost ridiculously clear, once the significant question is 
properly formulated. The capital gains of rapid, emergency inflation are 
gains of residual or equity claimants—of stockholders, fee owners, holders 
of real assets. However fictitious they may be to economist (hyper)sophis- 
tication, they are pathetically real to bondholders, mortgagees, and annu- 
itants! Income taxes do not pay people for having negative incomes, real 
or fictitious. Until they do, we certainly should leave well enough alone as 
regards “fictitious gains.” After inflation, there would be little sense in 
coddling the fictitious element in “‘mere’’ dollar gains, unless we were pre- 
pared to reimburse all fixed claims for their losses in real values. If the 
problem of inflation were as simple in fact as is implied by this popular 


out recourse to ponderous sophistries and labyrinthine rhetoric which, I infer, has better use 
in the more private mysteries of professional scholarship and ceremonial litigation. 

Incidentally, the vast reduction here contemplated in present burdens of legitimate activi- 
ties of the higher judiciary will appeal especially to those who anticipate millennial improve- 
ment of our political system out of the extra-curricular or avocational activities of learned 
justices. It is doubtful if any good has, on balance, been achieved by pushing the judiciary 
out of the executive front door (redistribution of veto powers) while welcoming it at the rear 
as part of an inner Cabinet or as arbiter in the selection of top personnel. The powers lost 
were at least exercised openly and with large opportunities for effective public FOmOnStrance, 
both by dissident soothsayers and by others. 
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argument against full taxation of capital-gain income, then there would be 
little reason ever to be worried about inflation or opposed to traditional 
insanities in war finance! The argument’s real import is that capital-gain- 
ers should be spared even indirect or slight participation in the financial 
burdens of war, and their share of taxes, as determined by “norma!” pro- 
cedure, lifted from them and imposed upon those whom wartime inflation 
had dispossessed. 

The plain fact is that inflation is bad; that there are no trick schemes for 
having it without having its bad effects; that it does upset equitable 
taxation, along with equity in almost all other financial relations; and that 
the only good way to avoid the bad effects of inflation is to avoid inflation! 
These are widely accepted axioms or truisms in other areas of economic 
inquiry; but ideas, academic and popular, about public finance are much 
like money, viz., subject to Gresham’s Law. The one here examined is per- 
haps the cheapest and shabbiest now in circulation. 

A third and now gratuitous demurrer is similarly decisive. If capital 
gains should be translated into real terms by price-index corrections be- 
fore being taxed as income, is it proper to confine such pleasant adjust- 
ments to those holders of equities and real assets (ignoring now the harder 
problem of fixed-money claims) who happen to alienate their properties 
and to alienate them “whole’’? Is it reasonable to make this basis-adjust- 
ment, by a price-index correction for money-depreciation, for sellers of 
stocks and real estate, and to deny similar adjustments for depreciation 
and depletion bases, i.e., for useful people who “alienate’’ their assets by 
using them up in their business enterprises? If not, does anyone really pro- 
pose that we correct all tax bases for price-level changes? Incidentally, 
shall index corrections which convert fictitious losses into real gains 
(money having appreciated) be consistently applied? Shall index correc- 
tions of fictitious gains produce deductible losses when the corrections 
yield negative results? And, after inflation, what shall elderly bondholders 
do with the vast deductible losses which index corrections, consistently ap- 
plied, would afford to them? Finally, what would happen to post-inflation 
tax revenues if index corrections were half-consistently applied (i.e., ig- 
noring fixed claims)—would the post-inflation period ever arrive? 


ENTERPRISE (INCENTIVES) 
(1) There should be no taxation of business as such and certainly no such 
taxes confined to incorporated business. 
Corporations and other enterprises, of course, should pay in rem levies 
in the same manner, and to the same extent, as natural persons. Real or 
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tangible property which they own should be assessed and taxed like other 
such property. Such propositions, while seemingly trite and self-evident, 
have crucial negative implications, for corporate property seldom is so 
taxed. The practice and tendency in property-tax administration and 
legislation is to convert this levy into a tax on business as such, and to 
differentiate increasingly between corporations or enterprisers and other 
proximate owners or fee-holders. This tendency is manifest clearly in “unit 
assessment,” in the taxation of “corporate excess,” and, generally, in the 
use of earnings data and stock-market prices in the appraisal of corporate 
property—not to mention the wide differences, between businesses and 
other owners, in the extent to which particular classes of property (e.g., 
intangibles and personal tangibles) are in fact subjected to tax. We are 
not here concerned with state and local taxation; and there is certainly 
no easy solution, either in legislation or in administrative procedure, for 
the problem posed; but it does perhaps give meaning and concrete refer- 
ence to the above policy prescription. 

As regards the federal tax on corporate income, and the excess profits 
taxes, the prescription is unambiguous, and its implications clear. 

It is the business of enterprises to produce goods and to make money. 
Given proper rules of the game, formal and conventional, and a structure 
of law designed to facilitate transactions and to canalize them in accord- 
ance with the public interest (e.g., away from excessive power concentra- 
tion and monopoly), enterprises should be free from arbitrary influences 
on their actions and crucial decisions. In particular, the influence of taxes 
on production, price, and investment policies should be minimized. Some 
will discern in these remarks an injunction against use of taxes for 
purposes of control—but more on that later. The important injunction is 
not against taxation as an instrument of deliberate regulation, but against 
resort to corporation taxes as a too easy political solution of revenue prob- 
lems. It is not so much deliberate control purposes which cause trouble, as 
it is the unintended, capricious, and perverse controls which are a by- 
product of revenue measures informed only by political fear of natural- 
person, voter taxpayers. 

The ideal situation is one in which business decisions are uninfluenced 
by tax considerations. But no tax on business as such can be neutral as 
regards such decisions. If other available taxes were absolutely inadequate, 
we would be under the necessity of working out the least unfortunate 
compromise—taxing business as need required but constructing the levies 
carefully to minimize arbitrary (undesirable) influence on business be- 
havior and incentives. (Pursuing this line of approach, discerning inquiry 
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would probably fix upon a retail sales tax as the least objectionable kind 
of levy in this area—and upon excess-profits taxes as the most undesir- 
able.) Fortunately, however, such compromise is not unavoidable. 

It is possible to confuse and to confound any discussion of real tax is- 
sues by introducing vague and undisciplined conjectures about incidence. 
As regards our federal corporation taxes, however, some significant truths 
about incidence are both fairly simple and obvious and also rather impor- 
tant. The impact of these levies is simply upon the stockholder or residual 
claimant and, consequently, upon the rate of return on equity capital. 
This effect, through the inevitable arbitrage of security and investment 
markets, is in turn transmitted over the whole field of investment oppor- 
tunities, with change in interest yields, interest rates, and prospective re- 
turns on new real investment (the “marginal efficiency of capital”). There 
will, of course, be no end of minor repercussions, including some capricious 
changes in the direction of new investment (e.g., toward lines of business 
where the corporate form is less dominant or less indispensable.) For many 
practical purposes, and for ours here, it suffices to regard the taxes as fall- 
ing or bearing in fact upon common shareholders—especially since interest 
rates and bond yields are so largely influenced independently by govern- 
mental monetary and borrowing measures. 


3? The discerning economist will detect here a deliberate evasion of hard, or extremely in- 
volved, analytical questions. If industrial and labor competition were fairly free and sub- 
stantially effective, the main effect of corporate income taxes would be either (a) to drive firms 
wholesale out of the corporate form or, failing such result on a large scale, (b) to bring about 
(1) substantial lowering of the marginal (private) efficiency of capital and of interest rates and 
(2) substantial redistribution of investment or resources generally as between lines of pro- 
duction “requiring” incorporation and other lines. Thus, to note a single but actually crucial 
contrast, in a highly competitive system such taxes would have small or negligible long-term 
effects on wage rates. 

It is commonly possible to carry over the results of competitive price theory to the actual 
world with only minor qualifications. In many cases, the difference between effects of a tax 
under the assumed and the actual degrees of competition is not crucially important. This, 
however, is not one of those cases. Addicts of Robinson-Chamberlain tricks will offer to take 
over with “applicable,” “realistic” analysis; but careful use of their methods will, I think, 
merely demonstrate that their methods, like the orthodox ones, are not appropriate either— 
good economic theory will simply indicate, whatever its vocabulary, that the answers are to 
be found, if at all, otherwise than by economic theory as such—by institutionalists, if you 
please, but probably not by any self-styled institutionalist. At any rate, if one would seriously 
investigate the actual incidence of a corporate income tax, it is my now firm conviction that 
one should focus attention upon the consequent changes it causes, not within the economic 
system but of the economic system. 

Consequently, we shall here focus attention upon the more obvious and truistical aspects 
of incidence, namely, impact or first-stage incidence. This is about all one needs for our present 
purposes, e.g., to indicate effects on bond versus stock financing or on the “quality’’ of enter- 
prise. 

I pass over, in this methodological footnote, such questions as: (1) Does the “new eco- 
nomics” ever do more than play tag with the old duopoly problem and always lose? (2) Is 
it good form, on every page, to solve an unsolvable problem by sheer prestidigitation or self- 
hypnotism? and (3) Should economists be encouraged to commit mass suicide by purging their 
theory and their thinking of categories? 








eet 


ir 








FEDERAL TAX REFORM 59 


The policy question thus becomes very simple: Are these taxes, as ex- 
action from shareholders, desirable forms of levy; and, so far as they 
affect business behavior, are the effects mainly good (or bad)? The an- 
swer, in both parts, is precisely and strongly negative. What is important 
here logically is the rigid exclusion of all question as to the fairness of the 
taxes among corporations or enter prises. If one is careful not to discuss cor- 
porations as though they were people, it should be clear that all proper 
questions of fairness relate to the individuals on whom the taxes really 
fall; and that, at the business level, we should confine attention to influ- 
ences on business behavior as to prices, outputs, investments, and as to 
innovation, enterprise, venturesomeness, and such behavior qualities. 

Equity and incentive considerations, thus sharply defined, point unam- 
biguously in the same direction. Taxing shareholders heavily, like over- 
taxing or exempting any “income” by kind or source, flies in the face of 
fairness among persons. If we must have such equity anomalies at all, 
they should, in this instance, be of the opposite character. If we must dis- 
criminate, we should favor the risk-taker or residual claimant relative to 
the passive, fixed claimant or rentier. Likewise, at the business level, the 
tax system, if it cannot be neutral, should favor equity capital and dis- 
courage debt financing and trading on the equity. 

The argument here may appeal also to those economists who stress re- 
lations between the marginal efficiency of capital (anticipated yield on 
new real investment) and interest rates (as determined by institutional 
factors and risk premiums). A tax on shareholders’ income, like any ex- 
action from property income over a large range of investment opportu- 
nities, must lower the prospective (and actual) return on new investment 
generally. The same tax burden, transferred to individuals as income-tax- 
payers, may in fact have little such effect, at least for the bulk of corporate 
investment. If the tax is payable by the company, executives will natural- 
ly take account of it in weighing the case for any proposed investment (or 
reinvestment). The prospect that the government will share heavily in 
profits, and only- to a lesser extent (if at all) in losses, must make any un- 
dertaking less attractive. However, if the tax burden will fall only on 
shareholders, the effect on executive or managerial decisions will be both 
more remote and less substantial if, indeed, not usually negligible. Execu- 
tives will generally try to maximize net earnings of the enterprise and to 
follow the line most likely to yield largest earnings, regardless of what may 
happen, on the various possible contingencies, to shareholders’ income 
after taxes. Their shareholders typically will comprise persons and insti- 
tutions whose marginal tax rates vary from zero (e.g., for exempt corpo- 
rations like universities) to the maximum surtax; and, even where large 
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surtax-payers predominate, the management will expect to be judged and 
rewarded by what it delivers (in earnings, not in dividends!). Moreover, 
as already noted, the bias against risky commitments is in fact less marked 
in the personal than in the corporation tax and can and should be much 
less substantial than it now is. Shareholders will typically have other in- 
come against which to balance their losses as holders of particular shares; 
and they should enjoy carry-overs and averaging rebates which would be 
at best anomalous in a business tax. 

To repeat, there should be no levies on business or concerns as such. 
The impact of taxes should be kept as far away as possible from the con- 
cern or enterprise, and from the sphere in which operating and investment 
decisions are made. This means that taxes should fall on the natural per- 
son or family as a consuming and saving unit or household, where their 
effect will be concentrated on consumption and saving and largely re- 
moved from productive enterprise and management. If—God forbid—we 
must tax shareholders gua shareholders, let’s do it plainly, directly, and 
straightforwardly and give our good sense a chance to cry out against the 
folly. 

(2) Our taxes, singly and as a system, should be totally purged of discrimi- 
nation against risky, venturesome, innovating, long-odds enterprise or against 
individuals as participants (investors or personal enter prisers) in such con- 
cerns. 

If there is to be discrimination, it should run the other way. In both 
directions, however, it involves sacrifice of equity objectives. This is cer- 
tainly not the time to propose positive subsidy or tax preferment, in any 
case, for there remains a large task of weeding out unintended accumula- 
tions of penalties and adverse discrimination in the tax system as it stands. 

In a pure free-enterprise system (and the actual system may still use- 
fully be treated as approximating that type in some essential aspects), 
every firm faces a wide range of economic uncertainties, of contingencies 
ranging from total loss to enormous profits. If entry is free, the average 
return may be expected to approximate the return on government bonds. 
But there will be enormous dispersion about that average; and, while few 
may attain large profits, the contingency or long-odds expectation of such 
gains is crucially important for incentive or motivation. 

Any taxes on business as such, especially on its net or “excess” earnings, 
must somewhat impair incentives and inhibit enterprise. For individuals 
(and their heirs) it is possible to effect substantial adjustments over the 
years, so that losses are actually taken fully into account in determining 
their aggregate (direct) tax payments—although actual legislation is very 
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remiss on this score. Fortunately few natural taxpayers have negative or 
negligible aggregate incomes over long periods. With enterprises, this is 
commonly or typically the case. Besides, offsetting of past losses against 
future incomes makes little sense for firms, since ownership may change 
completely or substantially during their lives. There is no good reason for 
discriminating grossly between a new corporation which acquires the 
plant of a deeply insolvent defunct firm and another which merely acquires 
the securities of an identical insolvent. Bygones must largely be bygones, 
in business taxation as in business itself. 

In any case, conventional business taxes necessarily result in govern- 
mental sharing of temporary net earnings, without adequate offset for 
losses, prior or subsequent, and in governmental sharing in the profits of 
successful firms but not in the losses of other enterprises. Thus, such taxes 
systematically alter the pattern of expectations and experience as regards 
gain and loss contingencies—and in a manner prejudicial to risk-taking. 
It is a kind of “heads-you-lose, tails-I’m-not-playing”’ game in which it is 
naturally: difficult to interest other people. It is a kind of disturbance pe- 
culiarly unamenable to satisfactory automatic correction through the 
pricing process. Even under highly competitive conditions in all markets, 
the effect on the “quality” or dispersion of expectations would remain, as 
would some impairment of the spirit of enterprise. While lowering “pure” 
interest rates, moreover, it would serve to increase the element of risk 
premium, thus inhibiting borrowing as well as equity investment. 

There is much talk, and now some use, of more generous loss provisions, 
for both carry-back and carry-forward. But, while to be commended as 
expedients, such schemes rest unduly on the same bad arguments which 
support the taxes themselves. At bottom they imply that corporations 
should be treated as natural persons. That there is something very wrong 
here is manifest, if not otherwise, in the fact that potential loss deductions 
of corporations, like their invested-capital bases, can be and are bought 
and sold as a kind of property. There is little really to be gained by build- 
ing sense into the superstructure of a tax which makes no sense at bottom. 

The surest means of avoiding penalty on venturesome enterprise in our 
business taxes is simply to get rid of them outright. To do so, of course, 
would perhaps leave stockholders in an unduly favorable relative position. 
Let us pass over that matter for the moment. 

Given repeal of the corporation taxes, there remains the task of finding 
and weeding out biases in the tax system against persons as investors and 
direct participants in more risky business ventures. This task turns out 
to be largely that of removing the penalty of present taxes on fluctuations 
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of taxable annual income. Here much good can be done by more generous 
provision for carrying net losses forward and backward, by de-segregating 
and enlarging capital-loss deductions and, notably, by providing gener- 
ously for rebates where persons with highly unstable incomes initially pay 
more, over a period of years, than persons with stable incomes of the same 
average magnitude. 

Congress and the Treasury are acutely allergic to averaging proposals. 
English experience has given a bad name to averaging in general. Indeed, 
a strong case can be made against the familiar moving-average device. 
However, nothing but blindness and lethargy excuse failure to eliminate 
from our personal tax a bias and discrimination which stands condemned 
both by its great unfairness and by its narrowly economic effects, and by 
each decisively. Only mere reluctance to give up a nickel once collected 
can explain inaction in this matter. There is no need for an elaborate 
scheme; and excellent simple ones are certainly available. Making a start 
which must satisfy the worst stickler for simplicity, we could consider 
leisurely the case for less crude adjustments. For this particular reform, 
what is needed evidently is just a lot of yelling from aggrieved taxpayers 
and from disinterested students. No one denies the need for the measures 
in question, yet no one can be prodded into doing anything about it. The 
real bottleneck, here as in the inflation problem, would appear to be in the 
Treasury. Incidently, averaging rebates, under the simplest rules, would 
reduce the need for loss carry-overs and permit great simplification of the 
law at many points. 

(3) The tax system should carefully be purged of any bias against small or 
moderate-sized firms relative to the giant enterprise aggregation. 

In practical implications, this proposal is largely- identical with the one 
preceding. The small firm is more commonly a new and venturesome 
enterprise. It is inherently more risky, i.e., exposed to a wider range of gain 
and loss contingencies. Contrariwise, the giant corporation faces relatively 
narrow uncertainties and fluctuations. It may have huge excess profits in 
some sectors but is unlikely as a whole to be heavily exposed to taxes on 
“excess.” By its spreading and diversification of risks, it avoids also the 
extremes of income fluctuations through time. If not much diversified in 
spite of its size (integrating many stages of a production process or com- 
bining many similar firms horizontally), it will commonly enjoy the pro- 
tection of monopoly power against great losses—either in its own indus- 
try leadership or in the easy collusion, tacit or other, with “competitors” 
of similar size. 

The elegant solution again is abolition of the corporation or business 
taxes, for their bias against smaller firms cannot be eliminated—neither 
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can it be compensated satisfactorily by progression and exemptions of the 
kind found in present laws. 

The adverse bias in the personal tax itself is conspicuously important, 
for small enterprises are commonly family enterprises or personal-service 
corporations (whether or not so classified by. rules of law). This bias can be 
only mitigated by spreading of losses; it cannot be entirely eliminated by 
any averaging arrangements that are procedurally feasible. If perfection 
is unattainable, however, there is still no excuse for not doing what can so 
easily be done by averaging rebates. The arbitrariness of taxes on persons 
with highly unstable ‘enterprise’ incomes can largely be removed, and 
with great gains in fairness and in incentives. 

A question remains whether corporation taxes should be used for the 
purposes of deconcentration and anti-monopoly policy. The answer, I 
think, clearly is “Yes,” if politics is unwilling and unprepared to deal seri- 
ously with excessive concentration of industrial control by more straight- 
forward and more appropriate measures. The present situation, however, 
is not yet serious enough or, rather, the prospect for sounder measures is 
not yet sufficiently hopeless, to warrant recourse now to radical progres- 
sion*’ in corporate taxation. It may soon be wise to invoke this last-ditch 
expedient, in default of a real anti-trust program—and prominent cor- 
porate executives have every reason to prefer the most progressive busi- 
ness tax to the far better alternative controls—but the necessity of resort- 
ing to such ill-contrived weapons against industrial syndicalism will per- 
haps only reveal how small is the chance of preserving economic or politi- 
cal liberty. When a good cause can be or is pursued only with such bad 
measures, the cause is perhaps really hopeless. 


FINANCIAL EFFECTS 


The absurdly perverse influence of corporate taxes on business finance 
is now widely recognized and deplored. Whether one accepts the supposi- 
tion that such taxes fall on the shareholder or, alternatively, stresses the 
diffusion of burden over all investment assets, the fact remains that at the 
corporate level they discriminate grossly against equity financing*’ and 


33 The slight and “early-stage” progression of the present (and recent) corporate income 
tax has, obviously, no meaning or significance for monopoly control. To promote sound decon- 
centration, progressive corporate taxation would involve enormous exemption (say, $10 mil- 
lions), would touch no moderate-sized enterprise, and would be steeply progressive, at least, 
only among real giant corporations representing aggregations of large independent manufac- 
turing units. Such a program would, in fact, not properly concern itself much with tiny com- 
panies or really small firms but would seek rather to differentiate sharply between large, 

, Single-plant corporations and giant enterprise-aggregations. 

34 The relief recently granted to public utilities, while objectionable in its arbitrary limi- 
tation (to preferred stock and to utility corporations), indicated awareness of an anomaly and 
is perhaps an omen of better things to come. 
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in favor of debt*s (also, against property purchase and in favor of acquisi- 
tion by rental contract). 

It is sometimes proposed (I once had this brainstorm) that the anomaly 
be mitigated by withdrawing interest deductions under the corporate tax. 
Such legislation, announced or seriously predicted as possible, would pro- 
vide an exciting spectacle in the securities markets! It would suddenly 
shift all financially marginal companies into deep insolvency and render 
insolvent many firms now in good or excellent financial repute. Most of 
our railroads would be completely sunk overnight. A moment’s reflection 
thus suffices to exclude this “remedy” simply on vested-interest grounds. 
Moreover (if one may whip a beast already killed), the problem of lease 
versus ownership would remain and in a more glaring light. If we then ex- 
cluded rental deductions, we should find ourselves with an unintended 
penalty against even minimal integration! Going further with this con- 
founding of confusion, we should perhaps shift to a value-added tax as a 
recourse of desperation—which, by the way, would-create its only possible 
claim to serious attention. 

Being in a bad mess, and estopped from backing out, we might move 
forward by permitting full deduction for all dividends paid (as with the 
mutual investing companies now). This would really*be getting some- 
where—and is perhaps as much improvement as would be endorsed by 
specialists who seem forever terrified by the possibility of improving any- 
thing “too much.” Whether we should stop at this point, with that “aw- 
ful” undivided profits tax back on our hands, is a question which cannot 
be answered wisely save on assumptions about the future treatment of 
capital gains and capital losses. To my taste the answer is flatly “No”; 
but explanation must wait a bit. 

The case against corporate bond financing is now widely recognized and 
conceded. Older textbook maxims of corporation finance (which largely 
rationalized and justified existing financial structures, notable in rail- 
roads and utilities) are, since the ’30’s, not in good repute. The period of 
the ’20’s was marked by a sound and striking trend; and recent efforts of 
the SEC perhaps adumbrate sound government control over corporation 
finance in a far wider field. Such control, seeking to restrict debt financing 
in favor of enlarged equity capital, is even more desirable than prevailing 
discussion has recognized. Surely tax laws, at least, must be changed to 
eliminate a wholly perverse influence. 

Heavy fixed (or floating) debt is obviously undesirable for the single 


3s The anomaly is absurdly manifest in current behavior of our suddenly. prosperous rail- 
roads. Companies in admirable position to retire excessive debt simply cannot bring them- 
selves so to use available funds because of the great increase in their taxes which such action 
would involve! é 
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enterprise in an unstable economy or industry. Any temporary adversity 
is likely to produce insolvency, with grave losses, not only for the stock- 
holders but also for senior securities and the enterprise as a whole, through 
the great costs of reorganization and the inevitable disturbances of opera- 
tions and business relations which insolvency involves. Moreover, even if 
technical insolvency and reorganization are avoided, the enterprise and 
the whole economy may gravely be damaged by the practices necessary in 
avoiding it. Thus, physical properties may be abused merely to prolong 
technical, legal solvency, to avoid definitive squeezing out of shareholders, 
management, or “control” in bankruptcy or reorganization, and thus to 
gamble (with nothing to lose!) on remotely favorable contingencies. The 
physical plant may thus be “bled white” to meet current obligations, espe- 
cially interest payments and bond maturities, in the pursuit of mere 
liquidity. 

These things are doubtless widely understood. What is less clearly ap- 
prehended is the aggravated instability of the whole economy, and the 
obstacle to deliberate monetary stabilization, which corporate debt struc- 
tures produce in their aggregate. It should be obvious what desperate and 
frantic struggles for corporate liquidity mean in total where the economy 
has slipped into a general recession which, debt structures apart, might 
prove innocuous and short-lived. They may well mean the difference be- 
tween a mild recession and a precipitious, catastrophic deflation. 

The ideal situation, for economic stabilization, is one where corpora- 
tions (and other enterprises) are wholly financed by equity capital. The 
greatest threat of deflation, of course, lies in enormous short-term debt— 
witness our anomalous governmental guaranty of the demand obliga- 
tions of private banks. But the difference, in this respect, between long 
and short-term debt is only one of degree. All debt involves short-term 
fixed claims for interest payments; and all any eee obligations become 
short-term obligations sometime. 

Whether this ideal financial structure is something we should seek to 
attain or to approximate closely (but gradually) by change in corporation 
and banking laws, is debatable—and often dismissed as a question which 
reveals the questioner as radical or insane. Few competent students, 
however, would now reject the all-equity-capital goal as a directional 
guide for more moderate change or reform. And none, I think, would deny 
that our present corporation taxes have, on balance, a wholly bad and 
serious effect on the financial practices of firms and on the financial struc- 
ture, both of individual companies and of the total private economy. This 
consideration alone demands prompt and radical tax reform—and the 
same kind of reform indicated by the other considerations. 
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NOTES 


PURCHASE BY A CORPORATION OF ITS OWN PREFERRED 
SHARES WITH DIVIDENDS IN ARREARS 


A frequent theme in discussions of corporate finance is the weak position of 
the preferred shareholder in the typical corporate structure. The common 
shareholders, by virtue of their greater voting rights and ultimate control of 
management, have a position of superior power which can be exploited to en- 
rich the common at the expense of the preferred shareholders. This power is 
often exercised to eliminate dividend arrearages on cumulative preferred stock 
by means of charter amendments, mergers, and sales of corporate assets, on 
terms of questionable fairness to preferred shareholders. Although such use of 
these devices has provoked continuing criticism," another means of arrearage 

* Scaling Down of Arrearages on Cumulative Preferred Stock, 4 Univ. Chi. L. Rev. 645 
(1937); Dodd, Fair and Equitable Recapitalizations, 55 Harv. L. Rev. 780 (1942); Becht, 
The Power to Remove Accrued Dividends by Charter Amendment, 40 Col. L. Rev. 633 
(1940); Dodd, Accrued Dividends in Delaware Corporations—From Vested Right to Mirage, 
57 Harv. L. Rev. 894 (1944). 
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elimination—the purchase by a corporation of its own preferred shares after 
dividends have been passed and arrearages accumulated—has received little 
attention; this notwithstanding the fact that repurchase operations, unlike 
charter amendments, mergers, or sales of corporate assets, can be accomplished 
without voting or bargaining by the preferred shareholder—the class whose 
interests may be adversely affected. 

When cumulative dividends remain unpaid over a substantial period, pre- 
ferred shares usually sell on the market at prices substantially below their total 
liquidating preference, including arrearages.* Under these circumstances, the 
directors of the issuing corporation, allied primarily with the common stock- 
holders, find corporate purchase of the preferred stock at depressed market 
price attractive,‘ particularly when the prospects of a more prosperous future 


* Curtis Publishing Company’s $7 cumulative preferred stock entitled &pon liquidation 
to $100 plus accrued and unpaid cumulative dividends sold at prices ranging from $38 to 
$63.50 in 1939. On July 2, 1939, unpaid cumulative dividends amounted to $16.75. Moody’s 
Manual of Investments, Industrial Securities 2574 (1940). On December 31, 1939, dividends 
in arrears on National Refining Company’s $6 prior preferred stock entitled to $105 plus 
dividends in case of liquidation amounted to $19.50. The price range in 1939 was from $28 
to $48. Ibid., at 1772. 


3 See Dodd, Fair and Equitable Recapitalizations, 55 Harv. L. Rev. 780, 792 (1942). 


4 Contrary to the rule in England, American jurisdictions have permitted a corporation to 
repurchase its own shares under a variety of circumstances. The statutory and case law for all 
American jurisdictions is collected in Nemers, The Power of a Corporation to Purchase Its 
Own Stock, 1942 Wis. L. Rev. 161. In no jurisdiction has the existence of accrued and unpaid 
cumulative dividends been held to preclude the reacquisition of preferred shares by purchase. 

The SEC, however, has taken a stand against such purchases in a closely analogous situa- 
tion. Under Rules U-gC-3 (14) and U-12C (b), prescribed pursuant to Sections 9 (c) and 12 (c) 
of the Public Utility Holding Company Act, 49 Stat. 817, 823 (1935), 15 U.S.C.A. §§ 79i, 1 
(Supp. 1945), any registered holding company wishing to purchase more than 1 per cent of the 
outstanding securities of its own issue or as a subsidiary must receive the prior approval of the 
SEC. The SEC has withheld approval when purchases of the subsidiary’s stock were to be 
made at a time when dividends on the parent company’s preferred stock were in arrears, on 
the ground that “the Company should not employ cash, which has accumulated because of 
the failure to pay preferred stock dividends, for the acquisition of securities of its subsidiaries.” 
In the Matter of the United Light and Power Co., Holding Company Act Release No. 2348 
(1940). A registered holding company was granted permission to repurchase some of its own 
shares in the Matter of the Commonwealth & Southern Corp., Holding Company Act Release 
No. 6930 (1946). Despite the existence of substantial arrearages on the stock to be repurchased 
the Commission granted the application because the market price was almost equal to the 
redemption value. The Commission’s opinion implied that if there had been a large differential, 
approval would have been withheld. 

Rule N-32C-1, prescribed by the SEC pursuant to Section 23(c)3 of the Investment Com- 
panies Act of 1940, 54 Stat. 825 (1940), 15 U.S.C.A. §80a-23 (Supp. 1945), prohibits over-the- 
counter repurchases by registered closed-end investment companies of their own preferred 
ast if ee dividends are in arrears. Investment Company Act of 1940, Release 

(0. 415 (1942). 

The Commission’s recognition of the dangers implicit in such repurchases is also reflected 
in the requirement that prospectuses of securities registered under the Securities Act of 1933 
disclose that the issuer has power to repurchase stock while dividends are in arrears, when 
such is the case. There is no specific rule or instruction imposing the requirement, which has 
been adopted as “an implementation of the statutory purpose that registration statements and 
prospectuses which form a part of such statements, contain a full and fair disclosure of the . 
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suggest that dividends will be available to the common if preferred arrearages 
can be eliminated.s 

Activities of the Curtis Publishing Company afford a striking illustration of 
the use of the repurchase technique and its impact on the interests of the pre- 
ferred and common shareholders.‘ In 1925 the capital stock of the company con- 
sisted of 900,000 shares of common stock. In that year 900,000 shares of cumu- 
lative preferred were issued, each share being entitled to a $7 annual dividend 
and $100 plus arrearages on liquidation. The shareholders’ resolution authoriz- 
ing the issuance of the preferred stock permitted repurchases by the company, 
“with or without inviting tenders at any price below $120 a share and accumu- 
lated unpaid and accrued dividends thereon.’”’ Preferred dividends were paid 
in full from 1926 to 1932. In 1933 preferred dividends were not fully paid, and 
by 1939 the arrearages amounted to $16.87} per share, or a total of $12,426,000. 

In the seven-year period during which the arrearages were accumulating, 
the company spent $5,782,325 in the purchase of preferred stock at prices rang- 
ing from $44 to $116.* The corporation thus expended in the reacquisition of its 
own preferred shares funds that could have been used to pay almost half of the 
accumulated preferred dividends. The purchases were apparently made through 
stockbrokers with no general disclosure to shareholders that the corporation 
was the purchaser. After the purchase operations were completed, $20,000,000 


character of the securities proposed to be publicly offered.” Letter from Baldwin B. Bane, 
Director of the Corporation Finance Division, Securities and Exchange Commission, October 
25, 1946. 


5 Most of the considerations discussed in this note are also applicable to repurchases of 
cumulative income bonds which provide for payment of “interest” at the discretion of the di- 
rectors, and on which arrearages have accumulated. 


6 Johnson v. Fuller, 121 F. 2d 618 (C.C.A. 3rd, 1941). 


7 Resolution of Stockholders’ Meeting of the Curtis Publishing Company. Meeting Held 
December 16, 1925. Stipulation Exhibit No. 1, Johnson v. Fuller, 121 F. 2d 618 (C.C.A. 3rd, 
1941). 

® The following figures, indicating sums expended in the acquisition of preferred shares, are 
compiled from the testimony of Cary W. Bok, Treasurer of the Curtis Publishing Co., as 
reported in Appellant’s Appendix, pp. 66-78, containing excerpts from the transcript in 
Johnson v. Fuller, 121 F. 2d 618 (C.C.A. 3rd, 1941): 

Year No. of Shares Purchased Cost Arrearages at Year’s End 
1933 549 $ 64,087 $ 5.25 

1934 1,119 128,326 8.00 

1937 25,000 1,142,167 7-75 

1938 53,460 2,388,173 12.25 

1939 46,745 2,059,572 16.87} 


During the 1933-39 period approximately $300,000 in reacquired shares were resold 
leaving net purchases of $5,471,000. 


Cary W. Bok, Treasurer of the Curtis Publishing Co., gave the following testimony 
as to his reasons for purchasing the company’s preferred stock: 

Q. Now can you tell us the reason for the purchase of that stock? 

A. Yes, sir. If you remember, 1937 was not an easy year to invest, and my predecessor had 
done some very fine investing in the past and the portfolio had in it a great number of securities 
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in earned surplus remained on the books of the company.'® In 1940, the com- 
pany adopted a plan of recapitalization involving the creation of a prior pre- 
ferred stock and the elimination of the remaining arrearages by the exchange of 
old preferred for new prior preferred stock. The validity of the plan was upheld 
in Johnson v. Fuller.” 


By these repurchase operations the management of the Curtis Publishing 
Company eliminated liquidating preferences, including arrearages, in the total 
sum of $14,347,366, at a cost of only $4,782,325. Perhaps more significantly, 
the elimination of arrearages in the sum of $1,650,066 reduced by that amount 
the barrier against payment of dividends to the common stock. And prospec- 
tively an annual dividend preference of $888,811 was wiped out. 

The arguments used to justify repurchase operations” similar to those of 
Curtis are far from persuasive. It has been said that such repurchase operations 
benefit the corporation as a whole. However, the benefit which results accrues 
largely to the common shareholder’ and under certain circumstances to the 
preferred shareholders who do not sell. In either case, the resultant benefit is 


that seemed to me to be terribly high, such as Allegheny 4’s, for fifteen year maturity at 128. 
It was a very hard time to look around and find any good buys to put surplus money in. I do not 
like to have millions and millions lying loosely in the bank, and with your ultra-safe investment 
like Municipals and Governments, and high ground where there is more chance of their going 
down than up, I talked it over with various people if the company and recommended that we 
buy some of our own preferred stock which was selling in the forties; and if you cannot invest 
on the outside, it is sometimes good to invest in yourself. 

Q. Better if you invest in yourself out of surplus than to pay dividends out of surplus? 

A, It seemed to me a good thing to do—to buy in our own stock out of surplus. 

Q. Did you consider that a question of paying dividends out of surplus instead of investing 
out of surplus in your own stock? 

A. I approached it purely, sir, in the idea that we had all that extra money—I could not 
find anything else to put it into; therefore it seemed a good idea to cut down our own debts— 
our own obligations. 

Q. You knew that in 1937 there was an arrearage of $7.75, didn’t you? 

A, Yes, sir. 

Q. But in spite of that you thought it was best for your company to buy stock on the 
market, of your company, out of surplus rather than to pay dividends out of surplus, didn’t 
you? 

A. Yes, sir. 

Excerpts from the transcript appearing in Appellant’s Appendix, p. 71, Johnson v. Fuller, 
tar F. ad 618 (C.C.A. 3rd, 1941). 


*° Johnson v. Fuller, 121 F. 2d 618, 620 (C.C.A. 3rd, 1941). 
™ rar F. 2d. 618 (C.C.A. 3rd, 1941). 


% The arguments discussed herein have been gathered from correspondence with a number 
of lawyers and brokers in the Chicago area. 


*3 The common shareholders generally have sufficient voting power to control the directo- 
rate. Thus, although the preferred shareholders in the Curtis Publishing Company were en- 
titled to vote share for share with the common after one quarterly dividend had been 
passed, a two-for-one stock split in 1929 doubled the number of common shares so that there 
were 1,800,000 shares of common stock authorized and only 900,000 preferred shares. 
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generally achieved by a deliberate sacrifice of the interests of the selling pre- 
ferred shareholders."* 

The common stockholders benefit because repurchases not only eliminate 
at bargain rates the preferred’s prior claims to assets in the form of liquidation 
preferences, but also reduce total arrearages and future preference claims to 
dividends, thereby paving the way for a resumption of dividend payments to 
the common stockholders. The benefit to the nonselling preferred shareholder 
is more doubtful. Repurchases reduce the number of equal claimants to divi- 
dend and liquidation payments, and under certain circumstances, could theo- 
retically accelerate the full payment of arrearages on outstanding preferred 
stock. This acceleration might occur, for example, where the market price for 
the shares repurchased is not substantially above their accumulated arrearages, 
where earnings after purchases will be high, and where the directors will be 
willing to devcte these earnings to the payment of arrearages. However, busi- 
ness uncertainties, the probable reluctance of directors to discharge substantial 
arrearages, and the possibility that the original repurchase operations will be 
followed by a recapitalization plan which will eliminate remaining arrearages® 
make the possible advantage to the nonselling shareholder remote. In any 
event, the nonselling preferred might well prefer that the excess funds be used 
to give them a small present dividend rather than the possibility of a larger one 
in the indefinite and speculative future. 

It has also been argued that repurchases benefit the selling preferred share- 
holder by raising the market price. This argument is not persuasive where the 
market price is depressed by the very fact of arrearages, which perhaps have 
been deliberately permitted to pile up with a view to depressing the market. 
Furthermore, an announcement that excess funds would be used to discharge 
arrearages might have a better effect on market prices than would repurchases.”* 
Such use of excess funds would seem to be required, at least by the spirit of the 
preferred shareholders’ contract. 

Repurchase operations are sometimes supported by another argument, that 
they permit the corporation to reduce its annual dividend claims when it is 
overcapitalized. This argument ignores the fact that an unequal and uncom- 
pensated sacrifice is imposed on the preferred shareholder in order to improve 
the capital structure. This is in direct contrast to the treatment accorded prior 
creditor claimants in reorganizations under the Bankruptcy Act.’? Moreover, 

™4It should be observed, however, that there may be a tax advantage to the shareholder 
who sells to the corporation and realizes a capital gain instead of receiving a payment of 
dividend arrearages which are taxable as ordinary income. 

*§ Such a recapitalization plan followed the Curtis repurchases. Johnson v. Fuller, 121 F. 
ad 618 (C.C.A. 3rd, 1941). 


* Latty, Fairness—The Focal Point in Preferred Stock Arrearages Elimination, 29 Va. L. 
Rev. 1, 17 (1942). 


*7 Case v. Los Angeles Lumber Products Co., 308 U.S. 106 (1939). 
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the alleged benefit from the reduction of preferred claims to future earnings, 
i.e., the possibility of new common stock financing, is seldom realized in 
ice 18 

Despite the manifest inequities which repurchase operations often impose on 
preferted stockholders and the unconvincing character of the arguments ad- 
vanced to justify those operations, the question of their legality has not ap- 
parently been squarely presented to the courts. It may be useful, however, to 
speculate on possible remedies available either under state law or under the 
Securities Act and the Securities Exchange Act. 

Repurchase operations could be attacked under state law as a breach of the 
director’s fiduciary obligations. Although the fiduciary relationship which 
exists between the directors and an individual stockholder has not been clearly 
defined, conventional doctrines of fiduciary responsibility afford a basis for im- 
posing on management an obligation to deal fairly with different classes of 
stock,'® to treat membersof the same class equally,”° and to make full disclosure 
to shareholders dealing with the corporation.” There would be added argument 
for imposing such obligations where management by virtue of large holdings of 
common stock derives a direct and substantial personal benefit from repurchase 
operations.” 

It is clear from the analysis of the impact of repurchase operations on the 
preferred shareholders’ rights, previously set forth, that the customary repur- 
chase operation violates these fiduciary obligations. Accordingly, a shareholder 
who has not sold should be able to enjoin such repurchases; a preferred share- 
holder who has sold, especially if management failed to disclose that the cor- 
poration was the purchaser, might be permitted to rescind; a nonselling share- 
holder might also be able to require the directors to resell the treasury shares 
and to hold the directors liable for damages if there had been any decline in the 
market price. And where the funds which are to be used for purchases are avail- 
able for dividends, the preferred shareholder might be able to compel the dis- 
tribution as dividends of the sum set aside by the directors for repurchases. The 
directors’ reliance on the usual defense of the sanctity of their discretion as to 
payment of dividends’ would not be persuasive since the decision to repurchase 
implies that the funds earmarked for this purpose are not needed for operations 
and are, therefore, available for dividends. 


* Dodd, Fair and Equitable Recapitalizations, 55 Harv. L. Rev. 780, 783 (1942); Scaling- 
Down of Arrearages on Cumulative Preferred Stock, 4 Univ. Chi. L. Rev. 645, 654 (1937). 


19 Berle and Means, The Modern Corporation and Private Property 261 (1936). 
* Tbid., at 263. 


* For a discussion of the fiduciary obligation of directors under these circumstances, see 
SEC Action against Fraudulent Purchases of Securities, 59 Harv. L. Rev. 769, 775 (1946). 


* Berle and Means, The Modern Corporation and Private Property 263 (1936). 
*3 New York, Lake Erie & Western R. Co. v. Nickals, 119 U.S. 296 (1886). 
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When, as in the Curtis case, a specific power to repurchase preferred shares 
with arrearages has been reserved by the corporation, the corporation may urge 
that this reservation bars relief, since the preferred shareholders have specifically 
agreed to these operations. However, where palpable unfairness is authorized by 
the terms of the reservation, it may well be invalidated as repugnant to the 
basic obligation of fair treatment which the directorate owes to the preferred 
shareholder. Moreover, such a reservation of power should not bar relief when 
repurchases are a part of a conscious program to depress market prices by with- 
holding dividends since it could hardly be urged that the corporation had by 
contract secured this power to defraud the preferred shareholder. Finally, de- 
spite the explicit reservation, in cases where the corporation failed to disclose 
both that it was the purchaser and relevant facts regarding current and prospec- 
tive financial conditions, the preferred shareholder could base his claim for relief 
on nondisclosure by the fiduciary. 

When repurchase operations are carried out pursuant to a conscious plan to 
depress the market price of the preferred, the elements of a common-law fraud 
and deceit action are present, and relief on this theory might be forthcoming. 
The directors have implicitly misrepresented a material fact, the reason for 
withholding dividends. This misrepresentation was made with the intent that 
the shareholder should rely upon it and sell, and the shareholder who sells has 
relied upon the misrepresentation to his ultimate detriment. 

The remedies under state law are reinforced and may be supplemented by 
the higher standards of conduct and disclosure which the SEC is imposing on 
purchasers of securities. The primary basis for the SEC’s program is Rule 
X-10B-5, adopted under Section 10(b) of the Securities Exchange Act of 1934.*4 
This rule strikes at fraudulent and deceptive purchases as well as sales of securi- 
ties. An analysis of the recent SEC cases under Rule X-10B-5 reveals that the 
SEC has imposed strict fiduciary obligations on management and controlling 
shareholders purchasing stock from and engaging in related transactions with 
individual stockholders.** However, the SEC cases involved an aggregate of 
items, including occasionally affirmative misrepresentations and constituting 
in total effect flagrant nondisclosures which probably would be deemed im- 
proper in state courts. Moreover, the SEC cases have involved situations where 
insiders with large holdings have sought direct personal profit by instigating 
corporate purchases from uninformed holders at cheap prices.** Accordingly, it 
is not clear from these cases whether Rule X-10B-5 would reach the simple 
situation where a corporation without any disclosure purchases its own pre- 


24 48 Stat. 891 (1934), 15 U.S.C.A. § 78j (Supp. 1945). 
5 See SEC Action against Fraudulent Purchasers of Securities, 59 Harv. L. Rev. 769, 779 
(1946), for a discussion of cases under Rule X-10B-s. 


*6 See Matter of Purchase and Retirement of Ward La France Truck Corp. Class “A” and 
Class “B” Stocks, Securities Exchange Act Release No. 3445 (1943); SEC v. Boyd Transfer 
& Storage Co., SEC Litigation Releases Nos. 295, 308 (1945). 
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ferred shares with arrearages in a depressed market under circumstances where 
direct financial gain to the directors is a negligible consideration. The SEC rule 
is, however, sufficiently elastic to require disclosure, in the foregoing situation, 
particularly where the repurchase operations, viewed against the background of 
low market price and prospective increases in earnings, erode substantial rights 
of the preferred shareholder. Moreover, when repurchases are preceded by a 
conscious program to depress the price of the preferred stock, they clearly vio- 
late Rule X-10B-5?’ and make applicable the civil and criminal penalties pro- 
vided for such violations.** It is not certain whether individual stockholders 
injured by such a scheme also have a civil action under the Securities Exchange 
Act of 1934.79 

It would appear desirable for the Commission to resolve existing uncertain- 
ties by promulgating a rule requiring corporations to make adequate dis- 
closure before embarking on a repurchase program. Such a rule would benefit 
management by eliminating the necessity for determining whether a particular 
transaction would, in the absence of disclosure, be deceptive, and by affording 
protection against any claim by common stockholders and nonselling preferred 
stockholders that such disclosure was unnecessary and violated their interests 
by increasing the cost of repurchases. The primary benefits of such a rule would, 
of course, go to the preferred stockholders who would receive the information 
necessary for an informed judgment as to whether to sell as well as information 
necessary for a timely recourse to their remedies under state law. Moreover, in 
its practical operation, the mere requirement of disclosure would probably 
generate two healthy tendencies. It would eliminate repurchase operations or 
confine them to situations where they were not grossly unfair. It would also 
tend to raise the level of fiduciary responsibility, not only under federal securi- 
ties legislation but also under state law. 


27 Mr. Edward H. Cashion, Counsel to the Corporation Finance Division, Securities and 
Exchange Commission, has said: “. . . . when such omissions of material facts are part of a 
plan or program of an issuer—and those in control—to repurchase its securities at prices which 
they have deliberately depressed by inadequate disclosure of the financial condition of the 
company and by withholding dividends, the retention of which could clearly serve no proper 
corporate purpose, at the same time using such surplus earnings to repurchase its securities to 
the disadvantage of the public shareholders and to the advantage of those in control, it is my 
opinion that a scheme to defraud has been employed within the meaning of Rule X-10B-5.” 
Address of Edward H. Cashion before the National Association of State Securities Commis- 
sioners, St. Louis, Mo., December 13, 1945. 


#8 Under Section 21(e) of the Securities Act of 1934, the SEC may seek injunctions against 
violations of its rules. 48 Stat. goo (1934), 15 U.S.C.A. § 78u (Supp. 1945). Revocation of the 
registration of broker-dealers violating rules prescribed under Section 10 (b) is authorized by 
Section 15(c)1, 49 Stat. 1377 (1936), as amended, 52 Stat. 1075 (1938), r5 U.S.C.A. § 780 
(Supp. 1945). Criminal penalties are provided by Section 32 (a), 48 Stat. 904 (1934), as amend- 
ed, 49 Stat. 1380 (1936), 15 U.S.C.A. § 78ff (Supp. 1945). 


*9 See SEC Action against Fraudulent Purchasers of Securities, 59 Harv. L. Rev. 769, 779 
(1946). 
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While the law remains unsettled, underwriters of preferred shares might well 
insist upon the insertion of a charter provision restricting the repurchase of 
shares while cumulative dividends remain unpaid.*° 


3° Inquiries at a dozen law firms in the Chicago area revealed that a small minority of the 
preferred stock certificates drafted recently by those firms had included prohibitions against 
the repurchase of cumulative preferred stock bearing arrearages. A considerably larger num- 
ber of certificates, but still a minority, included a requirement that if arrearages exist purchases 
must be made “in accordance with a purchase offer made to all holders of preferred stock” or 
“pursuant to a call for tenders” sent to all holders of preferred stock. 
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Administrative Law—Securities and Exchange Commission—Validity of Use 
of Administrative Discretion in Denying Participation in Reorganization under 
Public Utility Holding Company Act—(District of Columbia].—In 1937 the 
Federal Water Service Corporation‘ and the Securities and Exchange Commis- 
sion began seeking an acceptable plan for the voluntary reorganization of the 
corporation under the Public Utility Holding Company Act.’ During this period 
the officers and directors’ of Federal were also purchasing the corporation’s pre- 
ferred stock on the over-the-counter market at below book value, having reason 
to believe that this class would be given the equity in the reorganized corpora- 
tion. On September 24, 1941 the Commission finally approved a plan of reorgani- 
zation which provided, among other things, that none of this stock so purchased 
by the officers was to be permitted to participate in the new corporation.‘ The 
Commission, citing equity precedents, held that even without proof of fraud or 
bad faith on the part of these men, their activities were a violation of the fiduci- 
ary duty which they owed to Federal’s stockholders‘ and could therefore be pro- 
scribed under the “detrimental to the public interest” and “unfair and inequi- 
table” provisions of the Holding Company Act.® On appeal, the Court of Appeals 
for the District of Columbia set aside the order on the grounds that the equity 
precedents cited by the Commission failed to support its finding.’ On certiorari, 
the Supreme Court in a four-to-three decision upheld the Court of Appeals and 
remanded the case to the SEC for further proceedings.* On February 7, 1945, the 

' Hereinafter referred to as “Federal.” 

* 49 Stat. 803 (1935), 15 U.S.C.A. § 79 (1041). 

3 Also involved were the officers and directors of certain of Federal’s subsidiaries and of its 
corporate parent, as well as the Chenery Corporation, the personal holding company of 
Federal’s president. 

4 Matter of Federal Water Service Corp., 10 S.E.C. 200 (1941). 


5 For discussion of the substantive problems raised by this case, see Stock Purchases by 
Directors during Voluntary arene 10 Univ. Chi. L. Rev. 70 (1942); Chenery Corp. 
v. SEC: Power of the SEC to Limit Directors’ Purchases of Stock, 56 Harv. L. Rev. 126 
(1942). 


* Section 7(e): “If the requirements of subsection oe satisfied, the Commission shall 
permit a declaration to become effective . . . . unless the Commission finds that the exercise 
of such privilege or right . . . . is otherwise detrimental to the public interest or the interest 
of investors or consumers. . . . .” Section 11(e): “If, after notice and opportunity for hearing, 
the Commission shall find such plan . . . . fair and equitable to the persons affected by such 
plan, the Commission shall make an order approving such plan. . . . .” 49 Stat. 803, 816, 822 
(1935), 15 U.S.C.A. §§ 79g(e), k(e)(1941). 


7 Chenery Corp. v. SEC, 128 F. ad 303 (App. D.C., 1942). 


®SEC v. Caney Go 318 U.S. 80 (1943). See The Chenery Corporation Case: A New 
Landmark in the Law of Administrative Procedure, 56 Harv. L. Rev. 1002 (1943). 
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Commission issued a new order again denying the suspect stock any participa- 
tion in the reorganized corporation’ but upon the new ground that it could 
reach such a result merely by exercising its administrative discretion without re- 
sort to specific precedents.*® On appeal to the Court of Appeals for the District 
of Columbia, held, the order could not be approved since it was basically the 
same order as that disapproved by the Supreme Court, and no new evidence had 
been produced by the Commission to show that Federal’s management had vio- 
lated any previously formulated standards of conduct. The mere exercise of 
administrative discretion would not suffice to support the order. Chenery Corp. 
v. SEC." 

As the Court of Appeals indicated, the only question open for review was 
whether the Commission had rightly construed and rightly followed the man- 
date of the Supreme Court. The lower court interpreted the Supreme Court’s 
decision as holding that all Commission findings had to be supported by some 
previously formulated standards of conduct which could only be derived from 
one of three sources: a specific provision of the Act, judicial precedents inter- 
preting the Act, or an exercise of the Commission’s rule-making powers dele- 
gated to it by the Act. Since the Commission’s new order looked to none of these 
sources of authority it was invalid.” Further, said the court, the order could not 
be supported as an ad hoc prohibition based upon an exercise of administrative 
discretion to effectuate the policies of the Act, since there was no proof of specific 
wrongdoing on the part of the stock purchasers. The SEC argued, however, that 
its scope was not so limited because the Supreme Court’s decision had recog- 


nized administrative discretion as a fourth source of authority for the promul- 
gation of standards of conduct. This meant, said the Commission, that it could 
use its special competence and experience gained in administering the Act to de- 
cide by order what result would be required by the statute in applying it to the 


9 The underlying rationale of the Commission’s judgment in proscribing the stock purchases 
is set forth in full in this order. Briefly summarized, the SEC stated that Federal’s manage- 
ment had a dominant position in the reorganization proceedings under the Act; and that in 
simultaneously embarking upon a stock purchase program they created a conflict between 
their personal interests as purchasers and their position as reorganization managers duty-bound 
to represent the public security holders in the reorganization. “At that point, any management, 
no matter how honorable, makes its own motives suspect.’”’ Matter of Federal Water Service 
Corp., Holding Company Act Release No. 5584, at 25 (1945). The result was the creation of a 
risk that harm might ensue to these persons supposed to be protected by the Act. As expound- 
ers of the Act, therefore, the SEC had to be convinced beyond all doubt that no such factors or 
influences were present in the situation. In the instant case, said the Commission, it was not 
so convinced. 

© Matter of Federal Water Service Corp., Holding Company Act Release No. 5584 (1945). 


154 F. ad 6 (App. D.C., 1945), cert. granted sub nom. SEC v. Chenery Corp., 326 U.S. 
1025 (1946). 

™ “Tn practical effect, therefore, the Commission now insists upon doing precisely what 
the Supreme Court said it could not do; that is to say, in applying to this specific case a 
standard which has never been promulgated, either by the Commission in its regulations 
or by legislative act, and which the Commission says can not fairly be gentrally applied.” 
Ibid., at 10. 
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facts of a particular case. Therefore, according to the SEC, all that the Supreme 
Court decision stood for was that the Commission in its holdings had to make 
clear the grounds for its decisions." 

There is support for both the SEC and the Court of Appeals in their conflict- 
ing interpretations of the overgenerous language of the Supreme Court opinion. 
Thus, the Court, speaking through Mr. Justice Frankfurter, went out of its way 
to affirm the Commission’s discretionary power to correct reorganization abuses 
of the type present in this case. Similarly, in illustrating how the SEC might 
have used all of its powers, the Court spoke of “special administrative compe- 
tence,” and “experience and insight denied to others.’ Finally, in the last 
paragraphs of the opinion, the majority expressly stated that it did not intend 
to trammel the Commission’s powers.’ With no apparent hesitation, however, 
the majority opinion also said that “had the Commission . . . . promulgated a 
general rule of which its order here was a particular application, the problem for 
our consideration would be very different.” It concluded that some standards of 
conduct were required to support the findings and that such standards originat- 
ed in Congressional provisions, judicial precedents, and general standards pro- 
mulgated by the Commission itself under its rule-making powers.*® Whether in- 
tentionally or otherwise, this list of alternatives did not include ordinary admin- 
istrative discretion, so prominently discussed in earlier parts of the opinion. 
Since language can thus be found to support either position, the Supreme Court 
decision is not of much help in attempting to arrive at the present state of the 
law. 

An examination of subsequent Supreme Court decisions is perhaps more il- 
luminating. Two years after deciding the Chenery case, the Supreme Court in 
a per curiam decision by an evenly divided court affirmed a circuit court of ap- 
peals decision upholding an SEC order based upon a factual situation strikingly 
similar to the Chenery case."’ The circuit court had held that the SEC’s order 
was conclusive because supported by substantial evidence, that the corporation 
bore the burden of proving to the Commission that it did not come within the 
provisions of the Holding Company Act, and that it was irrelevant that the 
standards imposed by the Commission were based only upon events which 
might happen and not upon those which had actually occurred. It was the duty 


"3 SEC petition to the Supreme Court for writ of certiorari, October Term, 1945. 
%4 SEC v. Chenery Corp., 318 U.S. 80, 92 (1943). 
*8 Thid., at 94. *6 Thid., at 92. 


*7 Pacific Gas & Electric Co. v. SEC, 324 U.S. 826 (1945). The Pacific Gas & Electric 
Company had filed an application with the SEC under the Public Utility Holding Company 
Act for an order declaring it not to be a subsidiary of a registered holding company. The 
statutory standard involved was the presence of a “controlling influence” by the holding 
company over the utility. The Act did not elaborate further on this standard, leaving it to the 
Commission to give it meaning in the cases coming before it. The SEC held that the utility 
bore the burden of convincing the Commission that no such “controlling influence” existed, 
and had failed to do so, 
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of the Commission, not the courts, it concluded, to make inferences, and these 
inferences were conclusive when a reasonable man could possibly have made 
them."* Three recent Supreme Court decisions by a divided court involving or- 
ders of the National Labor Relations Board are of similar import.’® 

While it is somewhat dangerous to generalize from one administrative agency 
to another, it is submitted that these decisions disclose a far more fundamental 
split among the justices on the whole question of administrative discretion than 
is apparent from either Mr. Justice Frankfurter’s subtleties or from the 
SEC’s arguments in the instant case.*® The Commission contends that the Su- 
preme Court split four to three in the Chenery case merely because the majority 
wanted the SEC to indicate which of its powers was being exercised and to 
clarify the grounds upon which it was acting, while the minority held that this 
formality had already been observed.” This hardly seems tenable. It is much 
more likely that the SEC is hoping that changes in Court personnel, plus the 
passage of time, have led to a new alignment on the Supreme Court.” Where 
the line will eventually be drawn as to the amount of discretion that will be per- 
mitted administrative bodies is at present a matter of conjecture. The issue, 
however, is more clearly drawn than analysis of the litigation in the Chenery 
case would indicate. 


*8 Pacific Gas & Electric Co. v. SEC, 127 F. 2d 378 (CCA oth, 1942). 


** In Republic Aviation Corp. v. NLRB, 324 U.S. 793 (1945), it was held that the Board 
had the power to use its special administrative experience as a basis for its orders; and since 


it was the Board’s duty to interpret and apply the Act’s general language to the various 
cases arising under it, if the Board made clear the theory which had led it to act as it did, the 
Court would not lightly upset the order. In Phelps Dodge Corp. v. NLRB, 313 U.S. 177 (1941), 
quoted by both the majority and minority in the Chenery case, it was held that the Board 
had been entrusted by Congress with the duty of adapting means to ends through the empirical 
process of administration, and that courts must be careful not to enter the allowable area of 
the Board’s discretion; the Board must, however, disclose the basis of its order, giving clear 
indication that it had exercised the discretion with which Congress had empowered it. In 
Virginia Electric & Power Co. v. NLRB, 319 U.S. S. $33 (1943), the Court, speaking through 
Mr. Justice Murphy, affirmed a Board order on the grounds that courts must give consider- 
able weight to administrative determinations, and that such determinations should stand 
unless it could be shown that the order was a patent attempt to achieve ends not fairly designed 
to effectuate the policies of the Act. 


% See Pritchett, The Divided Supreme Court, 1944-1945, 44 Mich. L. Rev. 427 (1945). 
Professor Pritchett has made a detailed analysis of the manner in which the justices have split 
into groups on various issues. In the Phelps Dodge case (1941) Frankfurter and Reed agreed 
in a majority decision, Murphy, Black, and Douglas concurred in part and dissented in part; 
and Stone and Hughes joined in an opinion dissenting in part. The Chenery case (1943) had 
Frankfurter, Stone, Roberts, and Jackson for the majority, Black, Murphy, and Reed dis- 
senting, and Douglas not participating. The Virginia Electric case (1943) had Murphy, Black, 
Douglas, Reed, and Rutledge for the majority, Frankfurter concurring in a separate opinion, 
and Roberts, Jackson, and Stone dissenting. The Pacific Gas case (1945) was decided by a 
four-to-four split, in a per curiam decision, Douglas taking no part. In the Republic Aviation 
case (1945) only Roberts dissented. 


= Note 13 supra. 


™ Since the Chenery decision in 1943 there have been three new appointments to the Su- 
preme Court, and two of the members then sitting are no longer, on the bench. See Pritchett, 
The Divided Supreme Court, 1944-1945, 44 Mich. L. Rev. 427 (1945). 
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It is generally said that the nature of a legislative act is one of general ap- 
plication and prospective operation whereas a judicial act applies specifically 
and operates retroactively.** In applying the Holding Company Act, the SEC 
exercises both types of functions, for it has the power to issue orders in deciding 
specific cases, a so-called quasi-judicial function, and the power to promulgate 
rules and regulations, a so-called quasi-legislative function.** Carried away by 
the analogy, courts have been prone to declare that since administrative orders 
are retroactive in effect, their validity must be determined by the same strict 
rules governing judicial decisions.** This has meant, in many cases, that orders 
have had to be based upon previously formulated and promulgated standards 
of conduct which gave specific notice to all concerned. Behind this attitude is 
the traditional American distrust of all government administrative agencies, 
and the belief that Congress and the courts are the only appropriate agencies for 
devising and applying standards of conduct.” This attitude and these restric- 
tions ignore the fact that administrative agencies are sui generis and not courts 
of law, and that they have been created by Congress for the specific purpose of 
making ad hoc rulings under a statute in cases where there may well be no spe- 
cific precedents. Flat rules and standards amenable to mechanical application 
cannot be promulgated by legislatures in certain fields. Administrative agencies 
are created precisely because complex and technical fact situations such as 
arise under the Holding Company Act require highly specialized personnel to 
deal with them. Only to the extent that administrative agencies are permitted 
to exercise the necessary discretion can the legislative will be carried out.*” 

It is submitted that the Court of Appeals in the instant case, while perhaps 
properly construing Mr. Justice Frankfurter’s opinion, leaves little, if anything, 
of administrative discretion to the SEC. When an administrative agency can 
only apply a specific statutory provision, a specific judicial precedent, or a 
specific commission regulation to the facts before it, its discretionary powers 
are severely curtailed. The very essence of administrative discretion lies in the 
utilization by a group of specialists of their special competence and experience 


%3 See Prentis v. Atlantic Coast Line Co., 211 U.S. 210, 226 (1908); San Diego Land & 
Town Co. v. Jasper, 189 U.S. 439, 440 (1903); Fuchs, Concepts and Policies in Anglo-American 
Administrative Law Theory, 47 Yale L.J. 538, 545 (1938). 


4 In fact, the Commission can decide specific cases only by order. It is interesting to note, 
however, that Section 11 (e), which was cited by the Supreme Court majority as granting to 
the SEC power to promulgate new general standards of conduct, permits the Commission 
to use “rules and regulations or orders” in promulgating such standards. 


% See Assigned Car Cases, 274 U.S. 564, 583 (1927); ICC v. Louisville & N.R. Co., 227 
U.S. 88, 91 (1912); Chicago M. & St. P. R. Co. v. Minnesota, 134 U.S. 418, 457, 458 (1890). 


26 See State v. Whitman, 196 Wis. 472, 220 N.W. 929 (1928); Dicey, The Law of the Con- 
stitution, c. 12 (4th ed., 1893); Frankfurter, Foreword to a Discussion of Current Develop- 
ments in Administrative Law, 47 Yale L.J. 515, 517 (1938). 


27 See McLean Trucking Co. v. United States, 321 U.S. 67, 87 (1944); Dickinson, Adminis- 
trative Justice and the Supremacy of the Law 13 (1929); Fuchs, Concepts and Policies in 
Anglo-American Administrative Law Theory, 47 Yale L.J. 538, 546 (1938); Cooper, Adminis- 
trative Justice and the Role of Discretion, 47 Yale L.J. 577, 580 (1938). 
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in applying a general statutory provision to a particular set of facts. An admin- 
istrative decision which is both rational and supported by substantial evidence 
should not be upset merely because it is not based upon traditional precedents or 
specific legislative provisions. 


Appeal and Error—Appealable Interest—Right of Landlord Not Party to 
Dram Shop Proceeding to Prosecute Appeal—(Illinois].—The plaintiff was in- 
jured in a tavern by ‘ue acts of an intoxicated person. Section 14 of the Illinois 
Liquor Control Act* gives to the party injured in such circumstances the right 
to sue the tavern keeper and property owner separately or jointly. The plaintiff 
elected to sue only the tavern keeper, and he obtained a judgment. Pursuant to 
Section 15 of the Liquor Control Act,’ the plaintiff then sued to subject the 
building in which the tavern was located to the payment of the judgment. The 
owners, non-residents, had that action removed to the federal district court, 
where it is now pending, and filed a petition with the Illinois appellate court for 
leave to appeal the original judgment. The appellate court dismissed this ap- 
peal on the plaintiff’s motion.’ On appeal to the Illinois Supreme Court of the 
appellate court’s dismissal of the property owners’ petition to appeal the orig- 
inal judgment, held, the property owners have no appealable interest in the 
original judgment. Judgment affirmed. Gibbons v. Cannaven.‘ 

At common law the only mode of removing a cause from an inferior court to 
a superior court was by writ of error.s The writ of error was available to any- 
one who was a party to the record, was injured by the judgment, would be 
benefited by a reversal, or was competent to release errors. An additional method 
of review under certain restrictions, the right of appeal, was created by statute.’ 
Prior to the Civil Practice Act, under Illinois statutes, a person not a party to 
the record could not maintain an appeal,* although he might have been able to 
do so under the writ of error. Section 81 of the Civil Practice Act eliminated the 
distinction between the writ of error and the right of appeal.? This merger 

t Tl. Rev. Stat. (1945) c. 43, § 135. 

* Til. Rev. Stat. (1945) c. 43, § 136. 

3 Gibbons v. Cannaven, 325 Ill. App. 337, 60 N.E. ad 254 (1945). 

4 393 Ill. 376, 66 N.E. 2d 370 (1946). 

5 Bowers v. Green, 2 Ill. 42 (1832). 


6 People v. Whealan, 353 Ill. 500, 187 N.E. 491 (1933); White Brass Castings Co. v. 
Union Metal Mfg. Co., 232 Ill. 165, 83 N.E. 540 (1908); People v. Harrigan’s Estate, 294 Ill. 
171, 128 N.E. 334 (1920); People v. Lowrer, 254 Ill. 306, 98 N.E. 557 (1912); People v. O’Con- 
nell, 252 Ill. 304, 96 N.E. 1008 (1911). 

7 Veach v. Hendricks, 278 Ill. App. 376 (1935). 


* People v. Franklin County Bldg. Ass’n, 329 Ill. 582, 161 N.E. 56 (1928); National Bank 
v. Barth, 179 Ill. 83, 53 N.E. 615 (1899). 


9 Til. Rev. Stat. (1945) c. 110, § 205. “The right heretofore possessed by any person not a 
ee ee eee 
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brought the common law limitations of the writ of error into the realm of the 
appeal. 

Under the writ of error, the Illinois courts adopted a narrow interpretation 
in deciding whether one not a party to the record was injured by the judgment 
or would benefit by a reversal.’ The doctrine was limited ‘to cases wherein the 
record indicated prejudice by the judgment." Where a judgment granting, 
among other things, lawyer’s fees, was reversed, the lawyer was given leave to 
sue out a writ of error.” An executrix was permitted to review a judgment 
against the decedent,’ and legatees were allowed to bring a writ of error to re- 
view a judgment of the circuit court dismissing their appeal from an order of 
the probate court allowing a claim for unpaid taxes against the estate.'* Easing 
the rule, the court in People v. Harrigan’ held that if a party’s interest was not 
apparent on the record, it must be alleged in the assignment of errors. 

Since the passage of the Practice Act, the Illinois Supreme Court has held that 
the same requirements must be met by a party not of record who seeks an appeal 
as was necessary under the writ of error—that he has been injured by the judg- 
ment or will benefit by a reversal."* The court in People v. Kennedy" said, 
“Before he [one not a party to the record] can successfully prosecute an appeal 
his interest in the suit must appear in the transcript of the record or be alleged 
in the points relied upon for reversal. A notice of appeal is a part of the record.” 
Despite this apparent liberality the courts seem to be limiting the right to 
appeal of persons not parties to the record to those whose interest in the judg- 
ment appears on the face of the record of the original action or whose interest 
can be reasonably inferred from the record without resort to outside evidence."® 


'.% In Leland v. Leland, 319 Ill. 426, 150 N.E. 270 (1926), a correspondent in a divorce suit 
was refused the right to sue out a writ of error to review the decree granting the divorce, 
notwithstanding the effect of the decree on the reputation 6f the correspondent; in White 
Brass Castings Co. v. Union Metal Mfg. Co., 232 Ill. 165, 83 N.E. 540 (1908), stockholders 
were held unable to prosecute a writ of error to reverse a judgment against the corporation. 


™ White Brass Castings Co. v. Union Metal Mfg. Co., 232 Ill. 165, 83 N.E. 540 (1908). 
™ Anderson v. Stegar, 173 Ill. 112, 50 N.E. 665 (1898). 
*3 Moll v. Sanitary District of Chicago, 228 Ill. 633, 81 N.E. 1147 (1907). 


%4 People v. Harrigan’s Estate, 294 Ill. 171, 128 N.E. 334 (1920). In People v. Whealan, 
353 Ill. s00, 187 N.E. 491 (1933), the court held that where county officers are required by 
mandamus to issue and pay warrants on the county treasury for salary claimed by a county 
employee, the county, although not a party to the record, was permitted to prosecute a writ of 
error to the Illinois Supreme Court. 

*$ 294 Ill. 171, 128 N.E. 334 (1920). 


%6 Hotchkiss v. Calumet City, 377 Ill. 615, 37 N.E. 2d 332 (1941); Lenhart v. Miller, 375 
Til. 346, 31 N.E. 2d 781 (1940); People v. Kennedy, 367 Ill. 236, 10 N.E. 2d 806 (1937). 


17 367 Ill. 236, 10 N.E. 2d 806 (1937). 
18 In the Kennedy case landowners were granted leave to appeal a decision granting man- 
damus commanding the annexation of their territory for school land, but in People v. City 


of Peoria, 378 Ill. 572, 39 N.E. 2d 42 (1941), neighboring property owners were unsuccessful 
in their attempt to appeal from a judgment awarding mandamus for a building permit. 
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Lending support to this inference is the expressed corollary that a party not of 

rd must have a direct interest in the subject matter of the litigation which 
is prejudiced by the judgment before he can maintain an appeal.’® Dicta in 
Almon v. American Carloading Corp.** restrict the right to appeal to cases where- 
in his interest is one which is attached to the judgment or decree that is entered 
on the merits of the controversy. 

In holding that the property owners in the instant case did not have an 
appealable interest the court has departed from the line of decisions which have. 
held that a party not of record could maintain an appeal if he could show a 
direct interest in the judgment or that he would benefit by a reversal. Although 
the court has cited this standard for appeal with approval,” it has nevertheless 
held that here the property owners had no direct interest in the original judg- 
ment despite the fact that the same statute which gave the plaintiff a cause of 
action against the tavern keeper also gave the plaintiff the right to satisfy any 
judgment obtained in that action against the property owners.” It is difficult to 
call the property owners’ interest anything less than direct when it is so probable 
that the plaintiff will be forced to collect the judgment from the property owners 
because of the inability of tavern keepers as a class to meet such judgments. 

It has been held that in the subsequent action on the original judgment the 
property owners’ defense will be limited to denying (1) the existence of the judg- 
ment or that any part of it remains unpaid, (2) that a lease was made for the 
use of the premises as a tavern, or (3) that if a lease was not made for the use of 
the premises as a tavern, that it was so used with the property owners’ knowl- 
edge.** In the original action are settled, then, the most frequently disputed 
issues of whether the injury was caused by a person who became intoxicated in 
the tavern on the property owners’ premises, the extent of the plaintiff’s in- 
juries, the existence of acts by the plaintiff contributing to the intoxication of 
the tortfeasor,** and the existence of a provocation of the assault.*s It is ap- 
parent, therefore, that the property owners’ liability is ordinarily settled in the 
original judgment.” 

%” American Surety Co, v. Jones, 384 Ill. 222, 51 N.E. ad 122 (1943). Yet in Scott v. Great 
Western Coal Co., 223 Ill. 271, 79 N.E. 53 (1906), the court in determining who could sue out 
a writ of error said that “he must have some direct or collateral interest injuriously affected 
by the judgment upon which he can rest a right to a review.” 

9° 380 Til. 524, 44 N.E. 2d 592 (1942). 

# Gibbons v. Cannaven, 393 Ill. 376, 66 N.E. 2d 370, 372 (1946). 

= The judgment obtained against the tavern keeper in the original suit was $12,000. 

3 Eiger v. Garrity, 246 U.S. 97 (1918). 

24 Bowman v. O’Brien, 303 Ill. App. 630, 25 N.E. 2d 544 (1940). 

*s Pearson v. Reufro, 320 Ill. App. 202, 50 N.E. ad 598 (1943); Hill v. Alexander, 321 Ill 
App. 406, 53 N.E. 2d 307 (1944). 


*6 The position of the landowner in situations similar to that in the instant case has been 
compared to that of a surety. Garrity v. Eiger, 272 Ill. 127, 111 N.E. 735 (1916); cf. Hardten 
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The court reached the result in the instant case by apparently confusing the 
requirements of Section 81 of the Civil Practice Act and Sections 14 and 15 «.” 
the Liquor Control Act. It is obvious that the property owners have a direct 
interest in the original judgment and will be benefited by a reversal, since that 
judgment is the basis upon which the plaintiff will maintain his action against 
them in the suit now pending in the federal district court. Hence it would ap- 
pear that the property owners have qualified under Section 81 of the Civil 
Practice Act.?? What the court has actually held is that, despite this showing by 
the property owners, they are prohibited from making this appeal because Sec- 
tion 14 of the Liquor Control Act gives the plaintiff three distinct remedies, and 
to allow the property owners to appeal a judgment obtained against the tavern 
keeper alone would frustrate one of the remedies which the legislature has given 
the plaintiff—the right to sue only the tavern keeper.** This interpretation of 
Sections 14 and 15 of the Liquor Control Act places the property owner in an 
almost helpless position. He cannot intervene in the original action against the 
tavern keeper,”® he cannot appeal a decision against the tavern keeper, and 
when he is sued on that judgment, he cannot question the merits. 

The court answered the obvious due-process objection by quoting extensively 
from both the United States Supreme Court and the Illinois Supreme Court 
opinions in Eiger v. Garrity,?° a case which upheld the constitutionality of the 
provision in the Dram Shop Act subjecting a property owner to the payment of 
a judgment against that tavern keeper and refused to permit the tavern keeper 
to attack the original judgment collaterally. Since it was constitutional to attach 
liability to the property owner for injuries caused in a tavern on his premises 
and since the United States Supreme Court applied a basic procedural rule and 
refused to permit a collateral attack on a judgment, the Illinois court in the 


v. State, 32 Kan. 637, 5 Pac. 212 (1884). In other situations a surety has been held to have 
sufficient interest to appeal. Weer v. Gand, 88 Ill. 490 (1878); cf. Belchoir v. Branch, 11 R.I. 
266 (ers); C Garber v. Commonwealth, 7 Pa. 265 (1847). The position of the tavern keeper 
has also been compared to that of an agent for the landowner. Eiger v. Garrity, 246 U.S. 
97 (1918). This anglogy should likewise lead to the conclusion that the landowner’s interest 
is sufficiently direct to permit him to appeal. 

27 Note 16 supra. 


*8 The court presented a further argument against the appealable interest of the property 
owners based upon the procedural difficulties which would result if the appeal were allowed 
and were successful. Gibbons v. Cannaven, 393 Ill. 376, 66 N.E. ad 370, 377-78 (1946). The 
same difficulties are presented when any person not party to the record i ted leave to 
appeal. Carried to its conclusion, this argument would result in nullifying that part of Section 
81 of the Civil Practice Act which permits persons not party to the record to appeal. 

* The court specifically rejected the possibility of intervention. Supporting this con- 
clusion is the argument that the property owner’s interest is too remote when the original 
action is in progress to permit intervention. The plaintiff might fail to obtain a judgment 
against the tavern keeper, or should he succeed, he may collect the full amount from the 
tavern keeper. 


3° 246 U.S. 97 (1918), affirming 272 Ill. 127, 111 N.E. 735 (1916). 





84 THE UNIVERSITY OF CHICAGO LAW REVIEW 


instant case concluded that it does not violate due process to prohibit property 
owners from attacking the judgment by intervention or appeal—an issue not 
directly involved in the Eiger case. 

The Liger case recognized that the right to deal in intoxicating liquors is a 
privilege and that prohibition, regulation, and restraint of the sale and manu- 
facture of liquor is justified by the police power of the state. That case recog- 
nized that it was in the public interest to place liability on landlords for any 
harm caused by persons becoming intoxicated in taverns located on the land- 
lord’s premises. This insures an injured person that he will be able to recover 
from a financially responsible person any damages he may be awarded, and 
centralizes the risk in those in the best position to pay the cost. The landlord can 
insure himself against any possible liability and pass the cost of the insurance 
on to the tavern keeper in the form of rent. The tavern keeper, in turn, can pass 
this cost on to the liquor consumers, thereby placing the ultimate burden on the 
group primarily responsible for the harm which has been caused to innocent 
persons. 

The liability which the statute imposes does not require that the property 
owners be denied the opportunity to contest the extent of the harm, or to con- 
test whether the tort is one which arose from their premises. Short of actual 
fraud or collusion, which the court implicitly recognizes as a defense to the 
property owners,*' there are many ways in which the liability of the property 
owners may be much greater than if they had been permitted to conduct the 


defense. Their liability should not depend on the degree of enthusiasm with 
which the tavern keeper defends the original action. Basic notions of justice 
require that those who must pay should be given the opportunity to defend. 


Bankruptcy—Railroad Reorganizations—-Confirmation of Plan under 
Section 77 over Vote of Dissenting Class of Creditors—[United States].— 
The debtor railroad filed a petition in a United States district court on Nov. 1, 
1935, for reorganization under Section 77 of the Bankruptcy Act." Trustees 
were appointed and during the ensuing decade four different reorganization 
plans were submitted to the district court by the Interstate Commerce Commis- 
sion. The first three plans were disapproved by that court; the last, which was 
under consideration here, was approved in October, 1943.’ This plan reduced 
the capitalization of the railroad from about 200 million to about 143 million 
dollars and allocated to the old senior secured creditors the entire issue of new 
bonds and approximately 88 per cent of the new common stock, which combina- 
tion at par equalled the face value of their claims plus accrued interest. Junior 
secured creditors were allocated the balance of the new common stock, at par 


* Gibbons v. Cannaven, 393 Ill. 376, 66 N.E. 2d 370, 378 (1946). 
* 49 Stat. 911 (1935), 11 U.S.C.A. § 205 (1946). 


*In re Denver & Rio Grande Western R. Co., C. C. H. Bkcy. L. Serv. ¥ 54,562 (D.C. 
Colo., 1943). The details of the plan are reported in Denver & Rio Grande R. Co. Reorg., 
254 I.C.C. 349 (1043). 
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equal to 10 per cent of the face value of their claims plus accrued interest. 
Claims of the unsecured creditors and stockholders of the old company were 
found to be worthless and therefore were denied participation. The effective 
date of the plan was January 1, 1943. 

Enormous wartime earnings had permitted the trustees to expend forty- 
three million dollars on capital additions and betterments prior to the date of 
the plan, to accumulate eight million dollars cash in excess of working capital 
needs as of December, 1943, and to retire in September, 1943, certain senior se- 
curities, known as the Junction Bonds, valued at two and three-quarter mil- 
lion dollars. The new securities which under the plan were to be exchanged for 
the retired issues were cancelled and eliminated from the arrangement. 

Of the thirteen classes of creditors to whom the plan was submitted in April, 
1944, all assented to it except the junior secured creditors. Seventy-nine per 
cent of those voting in this class rejected the plan. In November, 1944, the dis- 
trict court overruled the objections and confirmed the plan.’ The circuit court 
of appeals reversed, holding that the junior creditors were reasonably justified in 
rejecting the arrangement, on the grounds that they were entitled to share in 
the excess cash, and that the new securities freed by the retirement of the 
Junction Bonds should have been ratably distributed.‘ On appeal to the Su- 
preme Court, held, the junior security holders were not reasonably justified in 
rejecting the plan. The ICC properly considered and determined the rights of 
all parties as of the effective date of the plan when allocating the new securities. 
The benefit of the betterments, the excess cash, and the reduction of the old 
senior issues belonged to the new common stockholders since these elements of 
value were included in providing full compensation for the senior secured cred- 
itors who in part were given the stock in exchange for their old securities. Judg- 
ment reversed and order of the district court affirmed. RFC v. Denver & Rio 
Grande Western R. Cos 

Section 77 of the Bankruptcy Act as applied to confirmation of railroad reor- 
ganization plans has come before the Supreme Court for interpretation only 
twice previously, in the Western Pacific‘ and Milwaukee’ cases. In this latest op- 


3 In re Denver & Rio Grande Western R. Co., 62 F. Supp. 384 (Colo., 1944). 

4 In re Denver & Rio Grande Western R. Co., 150 F. 2d 28 (C.C.A. roth, 1945). 

566 S. Ct. 1282 (1946). Mr. Justice Frankfurter dissented, stating that he would file an 
inion later 


opinion 5 

Mr. Justice Frankfurter’s dissenting opinion, which was published as this issue of the Re- 
view was going to press, appears at 66 S. Ct. 1384 (1946). In this opinion Mr. Justice Frank- 
furter upheld the position of the Circuit Court of Appeals with regard to the excess cash and 
the retirement of the Junction Bonds, and he went somewhat further in questioning the ICC’s 
estimate of future earnings and implying that the valuation found by the ICC was too low. 
He likewise questioned the majority’s interpretation of the “cram down” provision with regard 
to the effect of the dissenting vote; further comments on this aspect of his opinion will be found 
at the end of this note. 


6 Ecker v. Western Pacific R. Corp., 318 U.S. 448 (1943). 


7 Group of Institutional Investors v. Chicago, Milwaukee, St. Paul & Pacific R. Co.; 318 
U.S. 523 (1943). 
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portunity of the Supreme Court to elucidate the statutory provisions relating to 
completed plans, the Court faced one additional problem, declined a chance to 
clear up an ambiguity contained in the two previous decisions, and reaffirmed 
two interpretations rendered in the prior cases. 

This is the first decision in which the Supreme Court considered the provi- 
sions of Section 77 which give the district courts power to bind a dissenting 
class.* The statute provides that any plan which is not assented to by two- 
thirds of those voting in each participating class may nevertheless be confirmed 
if the district court finds that the plan makes adequate provision for fair and 
equitable treatment of the dissenters, and that their rejection was not reason- 
ably justified. The use of the provision, popularly known as the “cram down,” 
has come before a circuit court of appeals for review only once previously, in the 
Chicago & Northwestern case.? In that case the plan was confirmed by the dis- 
trict court, although one class of creditors, small in number and amount of 
claim, could muster only a 51 per cent vote in favor of the plan; this action was 
upheld by the Circuit Court of Appeals for the Seventh Circuit, and the Su- 
preme Court denied certiorari.’® The insignificance of the interest of the object- 
ing class compared with the extent of the claims of the other classes of creditors, 
who assented by large majorities, obviously influenced the court’s decision, as 
did the fact that there was no overwhelming rejection of the plan by the dis- 
senting class. In the present case the voting junior security holders, 79 per cent 
of whom rejected the plan, owned almost a fourth of the bonded indebtedness 


of the road. In employing the “cram down” provision to bind a substantial 
class, which dissented decisively, the court resolved any doubts as to the scope 
of the provision which might have been left by the peculiar facts of the North- 
western case. 

By finding that the rejection was not reasonably justified, the Supreme Court 
in effect indicated that a dissenting class cannot block a reorganization unless it 
can show that its rejection is reasonable from the standpoint of all creditors.” 


8 49 Stat. 919 (1935), 11 U.S.C.A. § 205(c) (1946). 


9 In re Chicago & Northwestern R. Co., 126 F. 2d 351 (C.C.A. 7th, 1942). The court took 
the novel position that it represented those security holders who had not exercised their voting 
privilege. These “proxies” it cast in favor of the plan. Ibid., at 367. 

%° Chicago & Northwestern R. Co. v. Mutual Savings Bank Group Committee, 318 U.S. 
793 (1943). 

" The provision of the statute allowing an assenting majority to bind a dissenting minority 
in any class of creditors had been sustained against constitutional objections in Continental 
Illinois Bank & Trust Company v. Chicago, Rock Island & Pacific R. Co., ee S. 648 (1935). 
‘The junior bondholders contended that that decision was distinguishable by the fact that a 
majority of them had objected. Since in the Continental Illinois Bank case the court relied on 
an analogy to the statutory composition under Section 12, 30 Stat. 549 (1898), which went 
only so far as to bind a dissenting minority, Canada Southern R. Co. v. Gebhart, tog U.S. 
527 (1883), some doubt remained as to the constitutionality of binding a dissenting majority. 
Finletter, Corporate Reorganizations 448 (1937); Friendly, The 1935 Amendments of the 
Railroad Reorganization Act, 36 Col. L. Rev. 28, 33 (1936); cf. Louisville Joint Stock Land 
Bank v. Radford, 295 U.S. 555 (1935). But if the rights of a secured creditor can be modified 
at all, it should be immaterial] that the affected creditor belongs in a class where the majority 
of creditors have objected. 
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Conceivably any class would, from its own point of view, be reasonably justified 
in rejecting a plan which drastically reduced its claims; but it now appears that 
if the plan as a whole is fair and equitable the dissenting class can not be reason- 
ably justified in withholding acceptance. The requirement that the dissenting 
class be reasonably justified thus becomes mere surplusage, since in any event 
no plan can be approved or be submitted to a vote unless it is first found to be 
fair and equitable. This result is not surprising in view of the previous cases and 
the comparable situation under Chapter X of the Bankruptcy Act,” but there is 
considerable evidence to show that Congress did not expect the Section 77 
“cram down” to be used to override a large dissenting class. For instance, the 
late Joseph B. Eastman, Federal Coordinator of Transportation and one of the 
draftsmen of Section 77, wrote as follows in a letter to Congress: “Arbitrary 
compulsion of plans over the dissents of interested creditors is not intended, 
nor is it believed that courts will override strong dissents . . . . by a large single 


A phase of Section 77 which had been left somewhat in doubt by the prior 
Supreme Court decisions is the respective function of the district court and the 
' ICC in the allocation of new securities among the various participating classes 
of creditors. The Court recognized in the Western Pacific and Milwaukee cases 
that the district court must examine the ICC plan to determine whether the al- 
location is fair and equitable, but these decisions were vague in indicating the 
nature and extent of the findings which the district court would be required to 
make in order to have its disapproval of a plan sustained on review. It has been 
thought the Western Pacific case held that the district court could not disap- 
prove a plan if there were some evidence supporting the ICC’s determination 
that the allocation was equitable.*4 On the other hand, the Milweukee decision 
appeared to announce that if the district court had some independent evidence 
to support its disapproval, it would be sustained on appeal."* The opinion of the 
Court in the instant case did not consider the degree of finality to be accorded 
to the ICC’s findings by the district court.” This omission may be a corollary 

™ 52 Stat. 895 (1938), 11 U.S.C.A. 616 (1946). Although this statute and its predecessors 
provided alternative means of treating dissenting classes, such as appraisal and sale subject to 
the dissenter’s lien, when a fair and equitable plan has been worked out the objections of a 
dissenting class have been held not to affect the plan. National City Bank of New York v. 


O’Connell, 155 F. 2d 329 (C.C.A. and, 1946); Country Life Apartments Inc. v. Buckley, 145 F. 
ad 935 (C.C.A. and, 1944). 


3 H. Doc. 89, 74th Cong. 1st Sess. (1935). The sense of the comments and debate in Con- 
gress on this provision is clearly that it was to be used only when small classes of creditors 
obstructed tions in the hope of wringing concessions from other classes. 79 Cong. 
Rec. 13,298-301, 13,764-68 (1935). 


™4 Swaine, A Decade of Railroad Reorganization under Section 77 of Federal Bankruptcy 
Act, 56 Harv. L. Rev. 1037, 1047 (1943). 


8 Thid., at 1050. 

*6 The junior bondholders had asked the district court to disapprove the plan and order 
a reallocation of the new securities freed by the retirement of the Junction Bonds, pointing out 
that in a similar situation in the reorganization of the New York, New Haven & Hartford, In 
re New York, New Haven & Hartford R. Co., 54 F. Supp. 595 (Conn. 1943), the lower court 
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of the Court’s restatement that the statute was intended to limit appellate re- 
view of the findings of “the district court and the ICC”*” under Section 77. The 
Court did, however, reaffirm one clear assignment of exclusive power to the 
ICC in the previous cases, namely, to determine the amount and structure of 
the new capitalization as long as all relevant valuation factors are considered. 

The interpretation of Section 77 in this and previous cases has served to pro- 
duce a result which appears to be unduly harsh on the junior secured creditors 
in the present case, especially in view of the protracted nature of the proceed- 
ings. Between 1935, when the Denver & Rio Grande first filed a petition for re- 
organization, and 1943, the effective date of the plan under consideration, in- 
terest accruals increased senior claims by over thirty-seven million dollars. If 
the capitalization eventually approved had been adopted and a plan consum- 
mated within one year of the road’s petition for reorganization, there would 
have been new securities available to fully compensate all senior classes of cred- 
itors and give the junior secured creditors new paper equal to the full value of 
their claims. The increase in senior claims by the running of interest reduced 
the participation by junior creditors from 100 per cent of the face value of their 
claims to 10 per cent; if there had been a delay of only one additional year in 
the effective date of the present plan, there would have been nothing for the 
junior security holders, who were losing ground to the seniors at the rate of over 
10 per cent of their original claims per year."* 

Measuring the Denver & Rio Grande plan by the standards of prior railroad 
reorganizations under Section 77 also tends to indicate that senior creditors 
were unusually favored. In the Western Pacific reorganization, and in many oth- 
ers which were not appealed from the district courts, the ICC allocated to senior 
claimants new bonds and stocks of substantially the same type distributed 
here, also in the face amount of their claims, but without compensation for their 
loss of rights in taking securities with less favorable terms."® In this reorganiza- 


had ordered the reallocation. The Colorado district court refused, stating that it felt itself 


without power to issue such an order. Although the point was presented to the Supreme Court, 
the Court declined to comment. 


17 Group of Institutional Investors v. Chicago, Milwaukee, St. Paul & Pacific R. Co., 
318 U.S. 523, 566 (1943). 


*8 Between Jan. 1, 1943, and Dec. 31, 1944, accrued interest had increased senior claims 
almost nine million dollars. Respondent’s brief, chart at p. 44. 


*9In nearly all reorganizations under Section 77, including that of the Denver & Rio 
Grande, fixed interest bonds, contingent interest bonds, and preferred and common stock 
have been issued in varying proportions to almost all participating creditors. Those who partici- 
pate fully get new paper having a face value equal to the face value of their old claims. There 
is no consideration given to market values, nor do creditors ever get new securities with a face 
value of over 100 per cent of their claim. Full compensation, in the sense of an absolute 
quid pro quo, is thus never given, since the new securities almost invariably have less favorable 
terms than those surrendered. As one writer has suggested, what is called full compensation is 
really a relative priority, because all that senior creditors can demand is complete paper satis- 
faction before junior claimants can participate. Friendly, Relative Treatment of Securities 
in Railroad Reorganizations under Section 77, 7 Law & Contemp. Prob. 420 (1940). The fol- 
lowing reorganizations are typical: Missouri Pacific R. Reorg., 239 I.C.C. 7, 95 (1940); Chi- 
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tion, however, the situation was somewhat novel in that the trustees had ac- 
cumulated eight million dollars in cash in excess of ordinary working capital 
needs by November, 1943, much of it earned during a period when the junior 
creditors reasonably could have had expectations of participating in the plan 
to a much larger extent than that eventually provided. The allocation also gave 
the new stockholders the advantage of physical betterments more extensive, in 
proportion to the size of the railway system, than those which had been made 
by any other major road during reorganization.” The value of the new stock was 
further enhanced by the retirement, after the effective date but before confirma- 
tion of the plan, of the Junction Bonds, since fixed interest charges were reduced 
and more income was available for dividends. The result of all these factors 
seems to be that the probable market value of the common stock received by 
the seniors more nearly approximated its par value than that received by senior 
creditors in prior major reorganizations under Section 77. 

This relatively strict treatment of the junior secured creditors may be viewed 
as being at least in part a consequence of the ICC’s treatment of the total valua- 
tion of the enterprise. The betterments of the road’s physical capital, although 
made out of current earnings which would otherwise have been surplus to the 
needs of the road and which might have been used to retire part of the senior 
debt, were thought by the ICC to add nothing to the road’s earning capacity 
and therefore could not be used to increase the capitalization. The cash on hand 
in excess of working capital needs likewise did not add to the earning capacity 
of the road, since the ICC valued the road without reference to the cash. Hence 
this cash must have been something in addition to the going concern value of 
the road, and the use of the cash to supplement the compensation given the 
junior secured creditors would have subtracted nothing from the value of the 
road. Likewise if the earnings of the road during reorganization had been used 
by the trustee to retire senior securities or to reduce interest claims instead of 
to improve the physical plant or to increase the excess cash reserve, the junior 
secured creditors would have benefited. On the other hand, the ICC was un- 
doubtedly justified in excluding wartime earnings from consideration in fore- 
casting future revenues as a basis for capitalization, in view of their evanescent 
character. 

At first impression it might appear that the ICC in declaring the plan effec- 
tive as of January 1, 1943,” added to the harshness of the treatment of the jun- 
iors by depriving them of the benefit resulting from the retirement of the Junc- 
tion Bonds, since it was admitted by the Court that if the bonds had been re- 


cago & Eastern Illinois R. Reorg., 230 I.C.C. 199 (1938); and Chicago Great Western R. 
Reorg., 228 I.C.C. 585 (1938). 


2° This was determined by comparing the data on expenditures in S. Rep. 1170, 79th 
Cong. 2d. Sess., at 41 (1946), with the total investment in road and equipment in the major 
roads, as reported in Moody’s Railroads (1945). 


™ That the statute empowers the ICC to select the date on which the reorganization 
is to go into effect was decided in Ecker v. Western Pacific R. Corp., 318 U.S. 448, 510 (1943). 
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tired prior to the effective date the new securities thus freed would go to in- 
crease the compensation of the juniors.” But if the effective date had been re- 
vised in the light of subsequent developments so as to come after the retire- 
ment, the continued running of interest on the senior securities would have 
more than absorbed the amount of new securities freed. The ICC could, how- 
ever, have taken account of the excess cash in the plan it proposed, and, with- 
out modifying the effective date, provided for the use of the cash in discharging 
senior obligations. By this means the discharge of the Junction Bonds and any 
other senior securities might have been used to produce more favorable treat- 
ment for the juniors. 

The harsh treatment of junior claimants which has resulted from Section 77 
reorganization proceedings,”’ typified by the treatment received by the junior 
bondholders and stockholders of the Denver & Rio Grande, has given rise to 
much criticism among railroad men, from the reorganization bar, and in Con- 
gress.*4 This criticism in part has been manifested in a number of proposals for 
new legislation, all of which embody so-called “nonforfeiture” principles, de- 
signed to retain the existing capitalizations.*’ It may be doubted whether at- 
tempts to preserve old capital structures are really sound. The railroad debt 
burden,” incurred mainly in the first quarter of this century, has proved too 
large for many lines to carry,”’ especially in view of the industry’s changed posi- 
tion in the nation’s transportation picture.** Since most of these roads have not 


™ RFC v. Denver & Rio Grande Western R. Co., 66 S. Ct. 1282, 1298 (1946). 


23 In the eleven years of the statute’s operation investments of two and a half billion dollars 
have been declared valueless in plans formulated by the ICC. S. Rep. 1170, 79th Cong. and 
Sess. (1946). Critics of Section 77 have characterized these losses as “forfeitures,” but from a 
more realistic viewpoint it may be said that the securities representing these investments 
were in fact valueless when the railroad petitioned for reorganization; thus the ICC has merely 
faced the facts. 


*4 Hearings before the Senate Committee on Interstate Commerce on S. 1253, Part 1, 
79th Cong. 1st Sess., Part 2, 79th Cong. and Sess. (1946). 


** Two proposed railroad relief measures, both of which contemplated retention of the 
existing capital structures, were the Wheeler-Reed bill, S. 1253, 79th Cong. 2nd Sess. (1946), 
and the Hobbs bill, H.R. 4960, 78th Cong. and Sess. (1944). A third proposal, S. 1869, 76th 
Cong. 1st Sess. (1939), would establish a special court, which would handle nothing but rail- 
road reorganizations; see Clay, The Case for a Special Railroad Reorganization Court, 7 Law 
& Contemp. Prob. 450 (1940). 


26 The ratio of debt to equity in railroad financial structures has generally exceeded the re- 
quirements of sound finance. Moore, Railroad Fixed Charges in Bankruptcy Proceedings, 47 J. 
Pol. Econ. 100 (1939). Prior to reorganization the bonded debt of the Milwaukee was 67.7 per 
cent, the Rock Island 70.92 per cent, and the Missouri Pacific 72.39 per cent of total capitaliza- 
tion. Spaeth and Windle, Valuation of Railroads under Section 77 of the Bankruptcy Act, 
32 Ill. L. Rev. 517 (1938). 


#7 Of the 136 Class I railroads (those having an operating revenue of over a million dollars) 
twenty-two have sought reorganization under the statute. These twenty-two comprise almost 
30 per cent of the nation’s railroad mileage. 

** The recent downward trend in railroad earnings and the demands for increased freight 
rates are testimony to the wisdom of the ICC’s position. In some cases, notably that of the 
Erie, earnings are unable to support even a recapitalized financial structure. N.Y. Times, p. 1, 
col. 2 (April 16, 1946), p. 23, col. 6 (April 27, 1946), p. 33, Col. 4 (June 22, 1946). 
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substantially reduced funded debt voluntarily, the public interest might re- 
quire that a reduction be made through the reorganization process. The instant 
case indicates the value of any new legislation which would preserve to some 
degree the former interests in railroads by cutting down the duration of reor- 
ganization proceedings.’® This is probably the furthest extent to which preserva- 
tion of old junior interests is justified, however, and thus if this result were at- 
tained additional legislation would become unnecessary. 


Mr. Justice Frankfurter, in a dissenting opinion published too late for com- 
ment in the foregoing note, joins issue with the majority of the Court as to the 
proper interpretation of the ‘‘cram down’”’ provision of Section 77.3* Specifically 
he disagrees with the majority view that a dissenting class cannot be “reason- 
ably justified” in rejecting a plan if the plan as a whole is found to be fair and 
equitable. This position, he asserts, renders the reasonable justification require- 
ment mere “empty dialectic” and does violence to the intent of Congress. The 
essence of the majority interpretation is that creditors are denied the protection 
afforded by a vote predicated on their own interests and are compelled to accept 
as a substitute safeguard the finding of the district court as to the general fair- 
ness of a plan. 

Even if a dissenting class cannot upset a fair and equitable plan its vote 
serves a useful purpose. The existence of a large dissenting class should be a 
warning to the district court to scrutinize the portions of the plan thus called 
into question with much more care than might otherwise be thought necessary. 
Moreover, the possibility of provoking a large dissenting vote should lead the 
ICC to use more caution in its formulation of the plan. As a corollary, a certain 
amount of bargaining power is conferred upon the junior classes included in the 
plan by the possibility that they may later dissent. 

Mr. Justice Frankfurter’s view, that in dissenting a class is “reasonably 
justified” from a consideration of its interest alone, might place the ICC in a 
confining position as to its formulation of a plan. After having determined the 
total capitalization the ICC must provide fair and equitable compensation for 
all senior creditors upon the “strict priority” theory. In a situation where this 
distribution leaves only enough to partially compensate a junior group, the 
threat that this junior group would reject the plan could completely stall the 
reorganization. To prevent such an impasse the ICC might reasonably be 
tempted to adjust the valuation in such a way as to eliminate completely mar- 
ginal classes which otherwise would be admitted to partial participation. If this 

9 Reorganizations have averaged eight to ten years in duration. Of the larger roads, the 
Western Pacific reorganization was consummated in eight years and the Northwestern in ten; 
the Missouri Pacific and the Rock Island, begun in 1933, and the Milwaukee, begun in 1935, 
are still in the courts. More progress has been made with the smaller systems, but the quickest 


reorganization, that of the Erie, lasted three years. eee Ene cit. 
supra note 13. 


3¢ RFC v. Denver & Rio Grande Western R. Co., 66 S. Ct. 1384 (1946). 
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course were taken, the total capitalization would always have to be equivalent 
to the sum of the claims of the classes which were to be fully included. On the 
other hand, if the ICC felt that such an adjustment of the valuation was not 
feasible in a given case, it might be necessary for the ICC to provide for an issue 
of a class of securities inferior to the common stock, such as warrants or optional 
participation rights, in order to add to the compensation of a class which could 
not otherwise be satisfied. This latter solution was favorably considered in 
Congress and its use, in the discretion of the ICC, authorized by Section 77 as a 
means of conserving as much as possible the former junior interests. But the 
issuance of such “immediately valueless paper” may at least be questioned 
both on the ground that it adds to the complexity of capital structures which 
should be simplified, and on the ground that the issuance of these interests 
tends to place on the market securities which do not meet a reasonable invest- 
ment standard. Furthermore, the existence of warrants or participation rights 
decreases the value of the common stock given to participants with more senior 
claims to the extent that while the new common stockholders must bear the first 
impact of future losses, they will not get the full benefit of future gains. 

As mentioned in the discussion of the majority opinion, certain statements 
made in Congress indicate that at least some legislators did not expect that a 
large dissent by a class would be disregarded. In the act itself, however, Con- 
gress did not clearly specify the effect of a dissenting class vote, and it can be 
forcibly argued that the provisions should be interpreted so as to facilitate re- 


organization rather than permit further obstructions and delays. As Mr. Justice 
Douglas wrote prior to his appointment to the Court, with respect to the provi- 
sions of Section 77B of the Bankruptcy Act, ‘The problem raised by these pro- 
visions relating to the dissenter is the problem of the ‘fair’ plan—i.e., how much, 
if any, participation is to be given to each class.’’s 


Corporations—Voting by Shareholders—Duty of Creditor Holding Voting 
Control—{Federal].—To assist the Maryland Casualty Company when it faced 
financial distress in the early 1930’s, the Reconstruction Finance Corporation 
loaned to the Maryland system $7,500,000 in 1933 and an additional $10,000,- 
000 in 1934. The loans were made to wholly owned Maryland subsidiaries which 
pledged with the RFC convertible preferred stock of Maryland that had been 
purchased from the parent with the proceeds of the loan. In 1937, the two is- 
sues of preferred which secured the separate loans were reclassified into one 
issue of 174,487 preferred shares. Each share carried 100 votes and was convert- 
ible by the holder to 50 shares of common stock, the only other outstanding 

# 49 Stat. 913 (1935), 11 U.S.C.A. § 209(b)(3) (1946). See 79 Cong. Rec. 13,769, 13,771, 
14,231 (1935). 

# Ecker v. Western Pacific R. Corp., 318 U.S. 448, 476 (1943). 


33 SEC, Report on the Study and Investigation of the Work, Activities, Personnel and 
Functions of Protective and Reorganization Committees, Part VIII, 142 (1940). 
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Maryland issue. By virtue of holding this stock in pledge, the RFC acquired 95 
per cent? of the aggregate voting rights of all outstanding Maryland shares. Al- 
though considerable financial recovery was made by Maryland from 1934 to 
1942, both the RFC and the Maryland board of directors considered the com- 
pany to be at a competitive disadvantage by virtue of certain inadequacies in its 
financial structure. In 1942 the RFC proposed to Maryland that in exchange 
for a new issue of 299,487 preferred shares, the RFC would surrender the pre- 
ferred stock which it then held as security for its prior loans and would loan to 
Maryland an additional $12,500,000. The officers and directors of Maryland ap- 
proved this plan, and in conformity with the company’s charter, submitted the 
plan for the approval of two-thirds of each class of outstanding stock. The re- 
quired two-thirds vote of the preferred was assured, since it was all held by the 
RFC. In order to make certain that the two-thirds vote of the common was ob- 
tained, there being 799,923 shares publicly held, the RFC converted into 1,474,- 
350 shares of common 29,487 shares of the preferred stock which it held as se- 
curity. Of the shares publicly held, only 443,567 were voted in favor of the plan, 
hence without the vote of the shares issued to the RFC through conversion, the 
required two-thirds approval of the common stockholders would not have been 
obtained. A committee representing owners of common stock who had voted 
against this refinancing plan brought a class suit to set aside the 1942 loan. The 
plaintiffs claimed that the RFC was without authority to convert the preferred 
shares, that its exercise of the conversion privilege under these circumstances 
was contrary to the intent of the parties, and that the refinancing plan was un- 
necessary or, if the plan was necessary, that the owners of stock should have had 
an opportunity to finance the plan. On appeal to the circuit court of appeals 
from a decree of the district court dismissing the suit for want of equity, held, 
the RFC had authority to convert the preferred shares and the evidence sus- 
tained the trial court’s finding that the refinancing plan was necessary. Todd ». 
Maryland Casualty Co.* 

Courts have been more reluctant to hold to fiduciary standards the group or 
individual owning or controlling? a majority of voting stock of a corporation 
than they have been to hold directors, typically the nominees of this controlling 
group, to such high standards of conduct.‘ The reason for this reluctance ap- 


* Appellee’s brief, p. 33. 
* 155 F. 2d 29 (C.C.A. 7th, 1946). 


3 See Berle, Studies in the Law of Corporation Finance c. 3 (1928), also in 39 Harv. L. Rev. 
673 (1926), for a discussion of the obligations owed by holders of management stock. 


4 Majority shareholders were held to owe no fiduciary obligations to minority shareholders 
in United States Steel Corp. v. Hodge, 64 N.J. Eq. 807, 54 Atl. 1 (1903); Windmuller v. 
Standard Distilling & Distributing Co., 114 Fed. 491 (C.C. N.J., 1902); Shaw v. Davis, 78 Md. 
308, 28 Atl. 619 (1894). Such obligations were held to exist, however, in Southern Pacific Co. v. 
a 250 U.S. 483 (1919); Kavanaugh v. Kavanaugh, 226 N.Y. 185, 123 N.E. 148 (1919); 
v. Queens County Water Co., 123 N.Y. 91, 25 N.E. 201 (1890). See Ballantine, Corpo- 

was ee (1927). : 
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parently lies in the tendency to identify the interest of the majority shareholder 
with that of all the shareholders.‘ 

When it has been shown, however, that the majority shareholder has an in- 
terest adverse to that of all the shareholders as a class, as for example when the 
majority shareholder of a subsidiary corporation is the parent attempting to 
liquidate the subsidiary,® the courts have realized that the best interest of all 
the shareholders as a class cannot be determined by an ordinary vote. Under 
such circumstances, the courts have restrained the dominance of the majority 
by subjecting the corporate decision which may have been tainted with the 
adverse and special interest of the majority to close judicial scrutiny at the be- 
hest of a minority shareholder.’ 

A more difficult problem arises when voting control of a corporation is ac- 
quired, not through stock ownership, but as security for a loan. When voting 
control is gained in this manner the adverse interest of the dominant creditor is 
more easily demonstrated. The creditor’s objective is to protect his investment, 
and since, in general, profitable business operation assures him that protection, 
his interest and that of the shareholders would seem to coincide. In some situa- 
tions, however, the creditor’s interest might best be served by a rapid exploita- 
tion of present business opportunities in order to secure immediate profits, or 
by an ultra-conservative program which would minimize his risk but lengthen 
the period of his control. Either of these programs by the creditor might be 
clearly adverse to the best interest of the shareholders as a class. The share- 
holders accept this vulnerable position in exchange for the new chance for sur- 
vival which the creditor gives the corporation. The shareholders should reason- 
ably expect that the creditor who demands voting control as security for his 
loan might use such control in ways that may conflict with their interests. 

From this proposition it might be argued that the shareholders, in granting 
control to the creditor, have relinquished all rights to challenge the creditor in 
his exercise of control. This argument, however, fails to recognize that the cred- 
itor has been granted control only to secure his investment. Once this factor is 
taken into consideration, it follows that the creditor should not be permitted to 


5 See Tracy, The Problem of Granting Voting Rights to Bondholders, 2 Univ. Chi. L. Rev. 
208, 224 (1935). 


® Lebold v. Inland Steel Co., 125 F. 2d 369 (C.C.A. 7th, 1941), where the majority was 
prevented from accepting payment for shares upon dissolution at a rate that would have 
deprived minority shareholders of their interest in good will. 


7 Relief to minority shareholders was forthcoming where the majority violated fiduciary 
obligations in Southern Pacific Co. v. Bogert, 250 U.S. 483 (1919); Lebold v. Inland Steel Co., 
125 F. ad 369 (C.C.A. 7th, 1941); Nave-McCord Mercantile Co. v. Ranney, 29 F. ad 383 
(C.C.A. 8th, 1928); Kavanaugh v. Kavanaugh, 226 N.Y. 185, 123 N.E. 148 (1919); Hyams v. 
Calumet & Hecla Mining Co., 221 Fed. 529 (C.C.A. 6th, 1915); Stebbins v. 
barrow & Truck Co., 212 Fed. 19 (C.C.A. 6th, 1914); Wheeler v. Abilene Nat’] Bank Bldg. 
Co., 159 Fed. 391 (C.C.A. 8th, 1908); Jones v. Missouri Edison Electric Co., 144 Fed. 765 
(C.C.A. 8th, 1906); Central Trust Co. of New York v. Bridges, 57 Fed. 753 (C.C.A. 6th, 1893); 
Ervin v. Oregon R. & Navig. Co., 27 Fed. 625 (C.C. N.Y., 1886). 
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exercise control in a manner not consistent with this limited interest, nor should 
he unreasonably prolong the period during which he remains in the dominant 
position. The test of a reasonable period will of necessity be broad, since many 
variables must be considered, such as the size of the creditor’s investment, the 
capital structure and nature of the enterprise, and the general economic out- 
look. The creditor in control should be conceded a wide latitude of permissible 
conduct, but from such a concession it does not follow that there are no limits 
on what the creditor may do. These limits must be set by the test of reasonable 
conduct under all the circumstances. And whether the creditor is guilty of mis- 
feasance or nonfeasance* the shareholding class should be protected from at- 
tempts by the creditor to perpetuate unreasonably his period of control. The 
duty to be imposed on the creditor to use his control only to protect his loan and 
not to prolong unnecessarily his period of control can be elevated to the dignity 
of a fiduciary obligation, thereby recognizing that although the creditor occu- 
pies a position adverse to the shareholders he cannot ignore the interests of this 
group, which is peculiarly unable to protect itself.* 

If these propositions are accepted, the ultimate question which should have 
been decided by the court in the instant case was whether the loan proposed by 
the RFC in 1942 was necessary to protect its earlier loans. The exercise of the 
conversion privilege by the RFC in order to control the common vote did not of 
itself violate any of the obligations which the RFC as controlling creditor owed 
to the Maryland common stockholders. All parties should have reasonably ex- 
pected that the RFC would exercise such power to prevent the common stock- 
holders from frustrating attempts by the RFC to protect its $17,500,000 in- 
vestment. The RFC should be recognized as being in the same position as if it 
had originally demanded a majority of common stock as security instead of 
convertible preferred shares. If the refinancing plan was a reasonable means to 
protect the RFC’s previous loans, the plaintiff’s contention that the conversion 
and voting was per se a violation of the RFC’s fiduciary obligations would deny 
RFC the protection it demanded. 

The issues which should have been controlling were raised by the argument of 
the plaintiff that additional funds were not needed, but that if funds were need- 


§ In Mackintosh v. Flint & P.M.H. Co., 34 Fed. 582 (C.C. Mich., 1888), the preferred share- 
holders were given voting control until seven successive annual 7 per cent dividends should be 
paid the preferred, after which control would revert to the common shareholders. After seven 
years the common shareholders brought suit to obtain voting control, claiming that the divi- 
dends were not paid because the preferred shareholders desired to retain control. The court 
found a violation by the preferred shareholders of their fiduciary obligations to the common 
shareholders. The case is discussed in Tracy, op. cit. supra note 5, at 225-26 


* Berle and Means maintain that fiduciary obligations are owed to shareholders by man- 
agement and that the “device used for ‘control’ seems to be immaterial—whether it be voting 
trust, domination by a stockholder, or possibly even domination by a creditor.” Berle and 
Means, The Modern Corporation and Private Property 239 (1932). See Tracy, op. cit. supra 
note 5, at 229: “It must be assumed that their desire is not to make a speculative profit from 
operating the corporation but only to obtain payment of the fixed obligations due them.” — 
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ed the owners of common stock should have been given an opportunity to fur- 
nish the added capital. The substance of these contentions is that the RFC had 
violated obligations to the owners of common stock to use its control in a man- 
ner consistent with the purpose for which it acquired control and that it vio- 
lated the duty to return control to the stockholders as soon as was expedient. 

While both the trial and circuit courts examined the refinancing plan and 
found it to be fair, there is no indication of what criteria were employed by 
either in reaching this conclusion. The opinion of the circuit court might be 
taken to mean that the decisive factor was a presumption that the RFC as a 
public agency would not overreach in the exercise of its control. Thus the court 
emphasized that “‘. . . . the RFC was a corporation not engaged in business for 
profit with the attendant motive oftentimes found to take advantage of those 
with whom it deals .. . . it was an agency created by the government for the 
sole purpose, as far as we are aware, of rendering assistance by the use of gov- 
ernment funds to those in financial need 

While the motive which may impel a large public agency like the RFC “‘to 
take advantage of those with whom it deals” is not as apparent as the profit 
motive of the private creditor, the possibility that the RFC could have acquired 
peculiar patronage interests in the management of Maryland should not be ig- 
nored. Recent criticisms of the patronage power which the RFC, ICC, district 
courts, and trustees have acquired in railroad reorganization proceedings" indi- 
cate that fair conduct of public officials is not to be presumed merely because 
they occupy positions of public trust. 

The circuit court opinion also indicates that little attention was paid to the 
suggested test of whether the loan was needed to protect the prior investment 
of the RFC. The primary reason advanced by the RFC and the Maryland di- 
rectors for the necessity of the loan was the inadequacy of the financial struc- 
ture of Maryland.” An examination of the RFC brief indicates that this inade- 
quacy was a low ratio of capital and surplus to premiums written."? The pur- 
pose of maintaining a sound ratio was explained in the brief as “. . . . not so 
much to increase the volume as to improve the quality of the business.””** Ap- 
parently, the RFC had no fear for the safety of its prior loans if it was willing to 
invest an additional $12,500,000 to improve only the quality of Maryland’s 
business. 

The court apparently did not recognize any obligation on the part of the 
RFC to return the control of Maryland to the owners of common stock as soon 


% Todd v. Maryland Casualty Co., 155 F. ad 29, 38 (C.C.A. 7th, 1946). 
™S. Rep. 1170, 79th Cong. 2d Sess. 96-97 (1946); Chicago Sun p. 1 (Jan. 2-7, 1946). 


™ By having the RFC make the additional loan to the subsidiary corporation which then 
pledged Maryland stock with the RFC, the balance sheet of Maryland was dressed up in two 
ways: liquid assets and equity interest increased, while liabilities remained constant. This 
same device was used when the prior loans were made. 


*3 Appellee’s brief, p. 21. *4 Thid. 
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as was expedient. The opinion implied that the plaintiffs were ungrateful in at- 
tempting to shorten the period of RFC control since they “. . . . having been 
saved from drowning, were not content to merely ride in the boat which had 
been so successully navigated by RFC but decided to take over and row it for 
themselves.”*5 This attitude is in sharp contrast, not only with the duty which a 
private creditor in control of a corporation should owe to the stockowners, but 
with the criticisms of a recent Senate committee which urged that the RFC 
withdraw from reorganization proceedings as soon as possible.” 

Soon after the decision in this case a settlement was reached whereby the en- 
tire $30,000,000 indebtedness of Maryland to the RFC was discharged through 
a sale of preferred stock-to the public.'? The plaintiff’s committee had already 
announced its intention to appeal the decision. In the light of recent extensions 
of corporate fiduciary obligations,"* it is possible that the Supreme Court would 
have imposed upon creditors, including government agencies, in control of cor- 
porate affairs a higher standard of fairness. The Supreme Court has said that a 
“dominant or controlling stockholder or group of stockholders” is a fiduciary, 
and “‘where any of their contracts or engagements with the corporation is chal- 
lenged the burden is on the director or stockholder not only to prove the good 
faith of the transaction but also to show its inherent fairness from the viewpoint 
of the corporation and those interested therein The essence of the test is 
whether or not under the circumstances the transaction carries the earmarks of 
an arm’s-length bargain.””® 

The transaction in the instant case might well be considered as not within 
the usual conception of “‘an arm’s-length bargain.” 


Federal Courts—Relation to State Courts and Law—Effect of State Rules 
of Forum Non Conveniens under Erie v. Tompkins—{Federal|.—The plaintiff, 
a Virginia corporation, brought an action in a federal district court in New 
York for damages arising from a tort allegedly committed in Virginia by a 
Pennsylvania corporation. The action was dismissed by the district court on 
the ground of forum non conveniens.' On appeal to the Circuit Court of Appeals 
for the Second Circuit, held, on the basis of the federal precedents, the doctrine 
of forum non conveniens cannot be invoked merely because a tort cause of ac- 
tion against a foreign corporation arises in another jurisdiction ; and the defend- 


*S Todd v. Maryland Casualty Co., 155 F. 2d 29, 38 (C.C.A. 7th, 1946). 

*S. Rep. 925, 79th Cong. 2d Sess. 33 (1946). 

17 Moody’s Investors Service, Banks & Finance 1749, 1795 (Aug. 7y July 17, 1946). 

** Young v. Higbee, 324 U.S. 204 (1945); Consolidated Rock Products Co. v. DuBois, 


312 U.S. 510 (1941); Pepper v. Litton, 308 U.S. 295 (1939); Taylor v. Standard Gas & Electric 
Co., 306 U.S. 307 (1939). 


*” Pepper v. Litton, 308 U.S. 295, 306-7 (1939). 
* Gilbert v. Gulf Oil Corp., 62 F. Supp. 291 (N.Y., 1945). 
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ant made no sufficient showing of vexation or oppression in the plaintiff’s 
choice of the forum for the suit to warrant dismissal. Judgment reversed, one 
judge dissenting. Gilbert v. Gulf Oil Corp. 

Including the instant case, the Circuit Court of Appeals for the Second Cir- 
cuit has had before it in the past two years four cases involving the problem 
of the applicability of forum non conveniens, each of which at least by implica- 
tion presented the question of whether state law should control this issue under 
the rule in Erie R. Co. ». Tompkins.‘ In the earliest of these, Weiss v. Routh,5 the 
court upon its own motion raised the question and unanimously decided that 
the state rule as to forum non conveniens must control. Although this case has 
not been expressly overruled, in the subsequent cases the same court has de- 
cided the question of forum non conveniens independently of the state prece- 
dents. This result has been reached either on the assumption that state and fed- 
eral law were the same,‘ or on the ground that the problem might more aptly be 
characterized as one of “‘procedure,”’’ or on the ground that the question was one 
of the jurisdiction of federal courts.* One of these cases, Williams v. Green Bay 
& Western R. Co.,° has been before the Supreme Court for review, but in that 
case the Court specifically reserved the question of the applicability of the Erie 
doctrine. Since there are significant differences in approach in both state and 
federal courts to the question of forum non conveniens in general** and since it 


* 153 F. 2d 883 (C.C.A. and, 1946), cert. granted 66 S. Ct. 1123 (1946). 


3 Gilbert v. Gulf Oil Corp., 153 F. 2d 883 (C.C.A. and, 1946); Koster v. Lumbermens Mu- 
tual Casualty Co., 153 F. 2d 888 (C.C.A. and, 1946), cert. granted 67 S. Ct. 61 (1946); 
Williams v. Green Bay & Western R. Co., 147 F. 2d 777 (C.C.A. and, 1945), rev’d 326 U.S. 
549 (1946); Weiss v. Routh, 149 F. 2d 193 (C.C.A. and, 1945). 


4 304 U.S. 64 (1938). 
5 149 F. 2d 193 (C.C.A. and, 1945). 


® Gilbert v. Gulf Oil Corp., 153 F. 2d 883 (C.C.A. and, 1946); Williams v. Green Bay & 
Western R. Co., 147 F. 2d 777 (C.C.A. and, 1945), rev’d on other grounds 326 U.S. 549 
(1946); cf. Overfield v. Pennroad Corp., 113 F. and 6 (C.C.A. 3rd, 1940). 


7 Gilbert v. Gulf Oil Corp., 153 F. 2d 883, 885 (C.C.A. and, 1946). 
* Koster v. Lumbermens Mutual Casualty Co., 153 F. 2d 888 (C.C.A. and, 1946). 
9326 U.S. 549 (1946). 


t° The doctrine may be briefly outlined in the terms of the three considerations which have 
generally caused it to be invoked in both state and federal courts: (a) vexation and oppression 
to the defendant, Canada Malting Co., Ltd. v. Paterson Steamship, Ltd., 285 U.S. 413 (1932); 
Universal Adjustment Corp. v. Midland Bank, Ltd., 281 Mass. 303, 184 N.E. 152 (1933); 
Thurman v. Chicago M. & St. P. Ry., 254 Mass. 569, 151 N.E. 63 (1926); (b) inconvenience and 
expense to the dismissing court, State ex rel. Goldwyn Distributing Corp. v. Gehrz, 181 Wis. 238, 
194 N.W. 418 (1923); Collard v. Beach, 93 App. Div. 339, 87 N.Y. Supp. 884 (1904); (c) desira- 
bility of having the internal affairs of a corporation adjudicated in the forum of itsincorporation, 
Williams v. Green Bay & Western R. Co., 326 U.S. 549 (1946); Rogers v. Guaranty Trust Co. 
of New York, 288 U.S. 123 (1933); Wojtczak v. American United Life Ins. Co., 293 Mich. 449, 
292 N.W. 364 (1940). See Rest., Conflict of Laws §§ 192-202 (1934); The Development of the 
“Internal Affairs” Rule in the Federal Courts, and Its Future under Erie v. Tompkins, 46 
Col. L. Rev. 413 (1946). For comprehensive treatments of the subject of forum non conveniens, 
see Gibbs, International Law of Jurisdiction (1926); Blair, The Doctrine of Forum Non Con- 
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seems that distinct federal rules on the subject are being developed, it is evident 
that a clearer and more consistent statement of the status of state doctrines of 
forum non conveniens in the federal courts is needed. 

The instant case, as the only tort action of the four cases previously alluded 
to," possibly brings into sharper focus the cleavage between state and federal 
doctrines of forum non conveniens and the need for deciding whether the Erie 
principle has any force in this area. Some state courts have developed a policy 
of refusing jurisdiction of foreign tort actions wherein neither party is a resi- 
dent of the state of the forum.” It is significant that New York, the state of for- 
um in the instant case, has long been a leader in the development of this pol- 
icy ;"3 yet the possibility of difference between state and federal rules was ig- 
nored in the assumption by the circuit court that the doctrine of forum non 
conveniens as applied by state and federal courts was indistinguishable."* A 
further instance of the difference of approach in state and federal courts may 
arise from the recent modification of the Supreme Court’s position as to the 
jurisdiction of federal courts over the iniernal affairs of a foreign corporation. 
The general rule announced in Rogers v. Guaranty Trust Co. of New York's that 
a federal court would not accept jurisdiction of a suit involving the internal 
affairs of a foreign corporation, although much criticized** and often given bare 
lip-service by lower courts,’ probably represented the position of the state 


veniens in Anglo-American Law, 29 Col. L. Rev. 1 (1929); Dainow, The Inappropriate Forum, 
29 Ill. L. Rev. 867 (1935); Foster, Place of Trial in Civil Action, 43 Harv. L. Rev. 1217, 44 
Harv. L. Rev. 41 (1930); 32 A.L.R. 6 (1924). 


™ Note 3 supra. 


™ State ex rel. Goldwyn Distributing Corp. v. Gehrz, 181 Wis. 238, 194 N.W. 418 (1923); 
Disconto Gesellschaft v. Umbreit, 127 Wis. 651, 106 N.W. 821 (1906), aff’d 208 U.S. 570 
(1908); Mexican Nat’! R. Co. v. Jackson, 89 Tex. 107, 33 S.W. 857 (1896); Cofrode v. Gartner, 
79 Mich. 332, 44 N.W. 623 (1890). See Blair, op. cit. supra note 10, at 25-27, 34; 32 A.L.R. 6 
(1924). 


"3 Pietraroia v. New Jersey & Hudson R. & F. Co., 197 N.Y. 434, 91 N.E. 120 (1910); 
Hoes v. New York, N.H. & H.R. Co., 173 N.Y. 435, 66 N.E. 119 (1903); Collard v. Beach, 
93 App. Div. 339, 87 N.Y. Supp. 884 (1904). Although New York courts are granted juris- 
diction over foreign tort actions involving foreign corporations doing business in the state, 
N.Y. Gen. Corp. Law. (McKinney, 1943) c. 23, §§ 223-25, this provision has been interpreted 
as being permissive only, and jurisdiction has often been declined. Gregonis v. Philadelphia 
& Reading Coal & Iron Co., 235 N.Y. 152, 139 N.E. 223 (1923); cf. Douglas v. New York, 
N.H. & H.R. Co., 279 U.S. 377 (1929); Murnam v. Wabash R. Co., 246 N.Y. 244, 158 N.E. 
508 (1927). See Blair, op. cit. supra note ro, at 34. 


4 Gilbert v. Gulf Oil Corp., 153 F. 2d 883, 884, 885 (C.C.A. and, 1946). 

*5 288 U.S. 123 (1933). 

** The Development of the “Internal Affairs” Rule in the Federal Courts, and Its Future 
under Erie v. Tompkins, 46 Col. L. Rev. 413 (1946); Jurisdiction of a Court to Interfere with 


the Internal Affairs of a Foreign Corporation, 18 Minn. L. Rev. 192 (1934); Interference with 
the Internal Affairs of a Foreign Corporation, 31 Mich. L. Rev. 682 (1933). 


11 Harr v. Pioneer Mechanical Corp., 65 F. 2d 332 (C.C.A. and, 1933); Balch v. Investors 
Royalty Co., 7 F. Supp. 420 (Okla., 1934); National Lock Co. v. Hogland, rox F. 2d 576 
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courts fairly closely. The recent restriction of the Rogers case in Williams ». 
Green Bay & Western R. Co. has perhaps widened the differences between state 
and federal rules‘* and thus made more acute the question of the applicability 
of the Erie doctrine. 

At least two approaches might be followed in considering whether the Erie 
doctrine should be extended to matters of forum non conveniens. In the case of 
Weiss v. Routh,”® the position was taken by the court that the conformity of re- 
sults with state courts required by the Erie doctrine necessitated the applica- 
tion of the state rule of forum non conveniens. This is in effect the same method 
of solution found in the numerous cases under the Erie doctrine in which the 
issue is stated in terms of whether the matter is substantive or procedural.” It 
involves the assumption that the matter is one of sufficient significance that 
state law must control and that no other considerations apply; yet in similar 
cases the same distinction has been used to produce a precisely contrary re- 
sult. The substance-procedure distinction in the conflict of laws has long been 
recognized as being far from automatic in its application, and often the mere 
statement of a conclusion,” and the recent case of Guaranty Trust Co. of New 
York v. York® indicates that the line of demarcation between substance and 
procedure is even more indefinite under the Erie doctrine. It is submitted that a 
more fundamental approach to the problem of forum non conveniens in federal 


(C.C.A. 7th, 1938). The courts to avoid the Rogers rule have distinguished it away by finding 


the affairs to be not truly “internal” or by finding the defendant guilty of fraud or breach of 
trust. The Development of the “Internal Affairs” Rule in the Federal Courts, and Its Future 
under Erie vy. Tompkins, 46 Col. L. Rev. 413, 421 (1946). 


%* The Williams case restricts a federal court’s discretion to dismiss to those situations 
where the remedies and supervision of the courts of the corporation’s domicile are required or 
are more appropriate, or where substantial oppression to the defendant exists. In contrast, in 
a number of cases state courts have refused jurisdiction with far less restriction limiting their 
discretion. Langfelder v. Universal Laboratories, 293 N.Y. 200, 56 N.E. 2d 550 (1944); 
Farmers’ Educational and Cooperative Union of America, Minnesota Division v. Farmers’ 
Educational and Cooperative Union of America, 207 Minn. 80, 283 N.W. 884 (1940); Wojtczak 
v. American United Life Ins. Co., 293 Mich. 449, 292 N.W. 364 (1940); Arizona Commercial 
Mining Co. v. Iron Cap Copper Co., 236 Mass. 185, 128 N.E. 4 (1920). 


9 149 F. ad 193 (C.C.A. and, 1945). 


2° Palmer v. Hoffman, 318 U.S. 109 (1943); Klaxon Co. v. Stentor Co., 313 U.S. 487 (1941); 
Cities Service Oil Co. v. Dunlap, 308 U.S. 208 (1939); Sampson v. Channell, 110 F. 2d 754 
(C.C.A. rst, 1940). 


* Note 7 supra; cf. Angel v. Bullington, 150 F. 2d 679 (C.C.A. 4th, 1945), cert. granted 
66 S. Ct. 231 (1945), reargument ordered 66 S. Ct. 1358 (1946), noted in 13 Univ. Chi. L. 
Rev. 195 (1946). 


* Davis v. Mills, 194 U.S. 451 (1904); Fitzpatrick v. Internat’] R. Co., 252 N.Y. 127, 199 
N.E. 112 (1929). See Cook, “Substance” and “Procedure” in the Conflict of Laws, 42 Yale 
L.J. 333 (1933); Ailes, Substance and Procedure in the Conflict of Laws, 39 Mich. L. Rev. 
392 (1941); 9 Univ. Chi. L. Rev. 723 (1941), noting Maki v. George R. Cooke Co., 124 F. 2d 
663 (C.C.A. 6th, 1942). 


*3 326 U.S. 99 (1945); cf. Palmer v. Hoffman, 318 U.S. 109 (1943); Klaxon Co. v. Stentor 
Co., 313 U.S. 487 (1941); Cities Service Oil Co. v. Dunlap, 308'U.S. 208 (1939). 
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courts is found in Koster v. Lumbermens Mutual Casualty Co.,?4 decided on the 
same day as the instant case, in which the question was discussed as involving 
the jurisdiction of the federal courts. While forum non conveniens does not in- 
volve the question of jurisdiction in the strictest sense, it nevertheless involves 
the question, preliminary to any suit, of whether or not jurisdiction shall be 
exercised and a decision on the merits undertaken.*s Although the courts of a 
given state may feel that they are too busy to undertake to hear certain foreign 
causes of action,” a federal court must consider that there will be no net saving 
in the work of the federal courts as a whole by refusing jurisdiction. 

A refusal of jurisdiction under forum non conveniens involves no decision on 
the merits, and the substantial rights of the parties remain unaffected; thus the 
need for conformity with state courts is by no means as obvious as it is in the 
usual Erie problem, even if the state court would have heard the case in the 
particular instance. State laws can not restrict the jurisdiction of the federal 
courts,?” and recent cases have indicated that federal judges must be very care- 
ful in relinquishing that jurisdiction.** If it is recognized that forum non con- 
veniens is essentially a jurisdictional question” and that it lies in the discretion 
of each system of courts to determine how far it shall extend, it remains for the 
federal courts to work out their own rules upon considerations of oppression and 
vexation to defendants, availability of more appropriate remedies elsewhere, 
and the national character of the federal courts. The fact that in the majority 
of recent cases the federal courts have managed, by one route or another, to de- 
cide the forum non conveniens question under federal precedents* is indicative 


*4 153 F. 2d 888 (C.C.A. and, 1946). 


2s “The doctrine . . . . involves nothing more than an appeal to the inherent powers pos- 
sessed by every court of justice—powers, that is to say, which are incontestably necessary to 
the effective performance of judicial functions.” Blair, op. cit. supra note 10, at 1; see also 
Douglas v. New York, N.H. & H.R. Co., 279 U.S. 377 (1929). 


6 Notes 10 and 12 supra. 


27 Stephenson v. Grand Trunk Western R. Co., 110 F. 2d 401 (C.C.A. 7th, 1940); Martineau 
v. Eastern Air Lines, 64 F.Supp. 235 (Ill., 1946); cf. Miles v. Illinois Central R. Co., 315 U.S. 698 
(1942); Baltimore & Ohio R. Co. v. Kepner, 314 U.S. 44 (1941); Developments in the Doctrine 
of Erie Railroad Co. v. Tompkins I, 9 Univ. Chi. L. Rev. 109, 116-17 (1941). See also the 
dissenting opinion of Mr. Justice Rutledge in Guaranty Trust Co. of New York v. York, 
326 U.S. 99, 112 (1945). 


#8 Markham v. Allen, 326 U.S. 490 (1946); Meredith v. Winter Haven, 320 U.S. 228 (1943). 
But cf. A.F. of L. v. Watson, 66 S. Ct. 761 (1946); Chicago v. Fieldcrest Dairies, 316 U.S. 168 
(1942); Railroad Commission of Texas v. Pullman Co., 312 U.S. 496 (1941); Thompson v. 
Magnolia Petroleum Co., 309 U.S. 478 (1940). 


#9 Note 25 supra. 


3% Williams v. Green Bay & Western R. Co., 326 U.S. 549 (1946); Gilbert v. Gulf Oil Corp., 
153 F. 2d 883 (C.C.A. and, 1946); Koster v. Lumbermens Mutual Casualty Co., 153 F. 2d 888 
(C.C.A. and, 1946); Kelley v. American Sugar Refining Co., 139 F. ad 76 (C.C.A. 1st, 1943), 
cert. den. 321 U.S. 791; Overfield v. Pennroad Corp., 113 F. ‘ad 6 (C.C.A. 3rd, 1940); Grismer 
v. Merger Mines Corp., 43 F. Supp. 990 (Wash., 1942), aff’d sub nom. Merger Mines Corp. 
v. Grismer, 137 F. 2d 335 (C.C.A. oth, 1943); Hirshhorn v. Mine Safety Appliances Co., 54 F. 
Supp. 588 (Pa., 1944); Healey v. R. J. Reynolds Tobacco Co., 48 F. Supp. 207 (N.C., 1942). 
Contra: Weiss v. Routh, 149 F. 2d 193 (C.C.A. and, 1945). 
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that the doctrine involves considerations which the federal courts must decide 
for themselves and, further, that the Erie doctrine does not foreclose all possi- 
bility of independence on the part of federal courts.** It might even be suggested 
that, since federal courts must now follow the conflict of laws rules of the state 
in which they sit and since this at times leads to undesirable results,3* espe- 
cially where nation-wide service of process is available under the Interpleader 
Act,*4 the federal courts might use an independently developed forum non con- 
veniens doctrine to relegate suits to a forum where a more appropriate law is 
available. It must be recognized, however, that this would be contrary to the 
present tendency to apply forum non conveniens less restrictively in the federal 
courts.*5 


Insurance—Cooperation Clause—Conflict of Interest between Insured and 
Insurer as Excuse from Compliance—(California].—Following an intersection 
collision between the automobiles of both insured parties, each of whom carried 
identical policies of liability insurance with the same insurers,’ a negligence com- 
plaint was filed to which a cross-complaint was filed. The personal attorneys for 
the cross-complainant notified the insurer that they would also conduct the de- 
fense in the action. The insurer advised the defendant and cross-complainant 
in the negligence action that it was relieved of any liability under the policy be- 
cause the defendant had violated the cooperation clause of the policy by not 
permitting the insurer to conduct the defense in the negligence action.? The 
plaintiff in the present suit (defendant and cross-complainant in the negligence 
action) instituted this declaratory judgment proceeding, naming the plaintiff in 
the negligence action and the insurer as defendants, to determine the rights of 
the parties under the policies. The trial court held that since the plaintiff in the 
instant case had violated the cooperation clause, the insurer was relieved of li- 

# Clark, State Law in the Federal Courts; The Brooding Omnipresence of Erie v. Tompkins, 
55 Yale L. J. 267 (1945); Exceptions to Erie v. Tompkins: The Survival of Federal Common 
Law, 59 Harv. L. Rev. 966 (1946). 

# Klaxon Co. v. Stentor Co., 313 U.S. 487 (1941); Griffin v. McCoach, 313 U.S. 498 (1941). 

33 Griffin v. McCoach, 313 U.S. 498 (1941), noted in 9 Univ. Chi. L. Rev. 141 (1941). 

+4 49 Stat. 1096 (1936) as amended, 28 U.S.C.A. § 41 (26) (Supp., 1945). 

3s Compare Williams v. Green Bay & Western R. Co., 326 U.S. 549 (1946), with Rogers v. 
Guaranty Trust Co. of New York, 288 U.S. 123 (1933); see note 18 supra. 


* Under complementary policies both were insured by Firemen’s Insurance Company and 
the Metropolitan Casualty Insurance Company. The two companies are referred to here- 
after as the insurer. 


2 The policy provided that the insurer “shall defend in his name and behalf any suit against 
the insured .... ; but the Company shall have the right to make such investigation, ne- 
gotiation and settlement of any claim or suit as may be deemed expedient by the Company. 
.... [The insured] shall cooperate with the Company and, upon the Company’s request, 
shall attend hearings and trials and shall assist in effecting settlements, securing and giving 
evidence, obtaining the attendance of witnesses, and in the conduct of suit. The insured 
shall not, except at his own cost, voluntarily make any payment, assume any obligation or 
incur any expense other than for such immediate medical or surgical relief to others as shall 
be imperative at the time of the accident.’”’ O’Morrow v. Borad, 167 P. 2d 483, 485 (Cal., 1946). 

























RECENT CASES 103 


ability. On appeal to the Supreme Court of California, held, compliance with the 
cooperation clause would be excused in view of the conflict of interest between 
the insured and insurer, and the insurer would be liable for any judgment en- 
tered in the negligence actions. O’ Morrow v. Borad.3 

In order to protect themselves from unskillful handling or collusion, insurers 
customarily insert a cooperation clause in all types of liability insurance,‘ thus 
affording the insurer control of all negotiation, settlement, and litigation of 
claims made by injured third parties. In the normal situation it is to the inter- 
est of the insured to place negotiation and litigation in the hands of the insurer. 
But where a conflict of interest between the insured and insurer occurs, a strict 
compliance with the cooperation clause would deny an insured the benefit of 
counsel dedicated exclusively to the insured’s interests. 

Where the insurer’s liability is limited and an offer of settlement from the in- 
jured party is close to that limited amount, there is a temptation to the insurer 
to reject the offer and risk litigation. If the insurer yields to this temptation to 
risk what in effect amounts to the insured’s unlimited personal liability, an ad- 
ditional liability has been imposed upon the insurer for having rejected a fair 
settlement in bad faith.® If an insurer of joint defendants, each of whom it has 
insured separately, conducts the defense against the interest of one of the de- 
fendants, in order to limit its liability to one policy, it will be liable for the full 
amount of the judgment rendered against the neglected defendant.’ 

In general, the insurer is under a duty to exercise good faith and diligence in 
defending an action brought against the insured,* and is liable in damages for 


3167 P. 2d 483 (Cal., 1946), affirming in part O’Morrow v. Borad, 161 P. 2d 28 (Cal. App., 
1945). “This case is... . peculiar in that . . . . it is the first case to reach an appellate Court 
in the United States where the questions involved are those of the respective rights o! public 
liability insurers and their assureds where two participants in the identical accident happen 
to be insured in the same company. ... . The most diligent search and a voluminous corre- 
spondence with the authors and publishers of texts on insurance law, all of whom express 
great interest in the outcome...., fail to reveal any decided case involving this ques- 
Se ” Plaintiff-Appellant’s brief, p. 7. In view of the widespread operations of liability 
insurance companies it is indeed strange that this problem has not previously been before the 
courts. The excellent position in which the insurance company finds itself in such a situation 
would indicate that the normal result is settlement. 

The instant case provides an admirable illustration of the advantages of a declaratory judg- 
ment to a party uncertain of his contract rights. By a declaratory judgment he may obtain a 
determination of his rights in advance without having to take the risk of a forfeiture for acts 
which a court might afterwards determine were not permitted by the contract. See Borchard, 
Declaratory Judgments 312 (1934). 

4 The clause in question was standard in form, identical with that suggested in Sawyer, 
Automobile Liability Insurance 294 (1934). 


5 Cf. Pennix v. Winton, 61 Cal. App. 2d 761, 143 P. 2d 940 (1943). 


6 13 Univ. Chi. L. Rev. 105 (1946), noting Halladay v. Olympia Fields Country Club, 295 
Ill. App. 622, 15 N.E. 2d 345 (1938); Vance, Insurance 918 (and ed., 1930). 

7 New York Consolidated R. Co. v. Massachusetts Bonding & Ins. Co., 193 App. Div. 
438, 184 N.Y. Supp. 243 (1920), aff’d 233 N.Y. 547, 135 N.E. 912 (1922). 

8 Berk v. Milwaukee Automobile Ins. Co., 245 Wis. 597, 15 N.W. 2d 834 (1944); Hilker v. 
Western Automobile Ins. Co. 204 Wis. 1, 231 N.W. 257 (1930); New York Consolidated R. 
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neglect of that duty. But where, as in the instant case, the duty is almost un- 
dischargeable, justice to the insured demands a more effective remedy. Literal 
compliance with the cooperation clause in the instant case would afford the in- 
surer the opportunity of defending both the complaint and cross-complaint, in 
other words absolute control of the defenses of both parties to the litigation.° 
Under such circumstances it should be fairly easy for the insurer to demonstrate 
contributory negligence which would relieve the insurer of liability under both 
policies. To give such an unusual advantage by means of a form clause not in- 
tended to cover such a situation could hardly be conscionable. The solution of 
this problem so inherently fraught with inextricable conflict of interests de- 
mands that compliance with the cooperation clause be excused. 


Labor Law— National Labor Relations Act—Employer’s Speech during Work- 
ing Hours as Unfair Labor Practice—{National Labor Relations Board].—The 
National Labor Relations Board had scheduled a run-off election’ between an 
independent and a CIO union, to be held on the respondent’s premises. The 
power in the plant was shut off and the employees were directed over the public 
address system and by foremen to convene on company time in the shipping 
room. There the president of the respondent company delivered an anti-CIO 
speech to them. The respondent had prohibited union solicitation and organiza- 
tional activity at any time on company premises; but during the campaign it had 
enforced this rule only against the CIO. In addition, the respondent kept itself 
informed as to the progress of the campaign by reports from supervisors and 
through what an agent overheard at bars frequented by employees. On charges 
of unfair labor practices under Section 8(1) of the National Labor Relations 
Act,’ held, the respondent violated the Act, (1) by promulgating the blanket no- 
solicitation rule, (2) by discriminating against the outside union in applying 
the rule, (3) by surveillance of pre-election activities, (4) by campaign state- 


Co. v. Massachusetts Bonding & Ins. Co., 193 App. Div. 438, 184 N.Y. Supp. 243 (1920); 
Brassil v. Maryland Casualty Co., 210 N.Y. 235, 104 N.E. 622 (1914); Vance, Insurance, 
917 (and ed., 1930). 


* In the negligence litigation the plaintiff could file his complaint by attorneys of his own 
choice, and likewise the defendant could file his cross-complaint by his attorneys. But the co- 
operation clause would require that the defendant permit the insurer to defend the complaint 
and the plaintiff permit the insurer to defend the cross-complaint. In this manner the insurer 
would have complete control of the defense in the litigation. 


t An election had been held on January 19, 1945, with the following result : Association, 448; 
CIO, 444; neither, 34. Since no choice on the ballot received the required majority of the votes 
cast it became necessary to conduct a run-off election with “neither” dropped from the 
ballot and the employees left to choose between the two unions. Respondent, after having re- 
frained from participating in the first pre-election campaign, began on February 3, 1945, an 
intensive five-day campaign favoring the Association. The run-off election of February 8, 1945, 
resulted in a clear majority for the Association with the following tabulation: Association, 
a CIO, 304; challenged ballots, 14. It should be noted that even though 53 more employees 

in the second election, the CIO received 50 votes less than in the first one. 


* 49 Stat. 449 (1935), 29 U.S.C.A. § 151 et seq. (1942). 
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ments which constituted “an integral and inseparable part of the respondent’s 
coercive course of conduct,” and (5) by making speeches on unionism to as- 
sembled employees during working hours, which constituted an independent un- 
fair labor practice, even though “the speech itself may be privileged under the 
Constitution.” Matter of Clark Bros. Co., Inc. 

The National Labor Relations Act provides that it is an unfair labor practice 
for an employer “to interfere with, restrain, or coerce employees” in the exercise 
of their right of self-organization guaranteed by the Act.‘ The Board in its early 
years interpreted these words to mean that the Act required strict neutrality on 
the part of the employer in regard to all union questions arising among employ- 
ees on the ground that they alone had a legitimate interest in the selection or 
rejection of a bargaining agent.’ Any expression of opinion unfavorable to un- 
ionism, made by an employer to his employees, even though it was unaccom- 
panied by threat of reprisal, was held to be a violation of Section 8(1) of the 
Act.‘ In its attempt to force employers to maintain a neutral position, the Board 
found unfair labor practices where union organizers were described as “‘rack- 
eteers” or as persons interested solely in their own advancement, where unions 
were depicted as “rotten” and ‘‘corrupt” and its members as “communists and 
Reds and foreigners.’ 

While the Board’s neutrality theory was attacked as denying employers 
their constitutional right to freedom of speech,’ the Second Circuit Court of 
Appeals upheld the Board on the grounds that because of his employees’ eco- 
nomic dependence, statements by an employer to them “have a force independ- 
ent of persuasion.’’? In its first pronouncement on employer freedom of speech 
under the Act, the Supreme Court declared in 1941 that the statute did not pre- 
vent an employer from expressing his views on labor policies or problems, stat- 
ing, however, that such expressions were not privileged where they were part of 
a coercive course of conduct.'® Two years later, in NLRB v. American Tube 





3 70 N.L.R.B. No. 60, 18 Lab. Rel. Rep. Man. 1360 (1946). A petition by the Board to have 
its order enforced was filed with the United States Circuit Court of Appeals for the Second 
Circuit on October 16, 1946. 


4 National Labor Relations Act §§ 7, 8(1), 49 Stat. 449 (1935), 29 U.S.C.A. §§ 157-58 
(1942). 

5 “The employer has no more right to intrude himself into the employee’s efforts to organize 
and select their representatives to represent them in collective bargaining than the em- 
ployee would have to intrude himself into a stockholder’s meeting to interfere with the election 
of the company’s directors. ... . ” NLRB v. W. A. Jones Foundry & Machine Co., 123 F. 
ad 552, 555 (C.C.A. 7th, 1941). 

* Matter of Citizen-News Co., 21 N.L.R.B. 1112 (1940), set aside 134 F. 2d 962 (C.C.A. 
oth, 1943). 

7 Third Annual Report of the National Labor Relations Board (1938), at so. 

* NLRB v. Ford Motor Co., 114 F. ad gos (C.C.A. 6th, 1940), cert. den. 312 U.S. 689 (1941), 
noted in 8 Univ. Chi. L. Rev. 350 (1941). 

» NLRB v. Federbush Co., Inc., 121 F. 2d 954, 957 (C.C.A. and, 1941). 
1° NLRB v. Virginia Electric & Power Co., 314 U.S. 469 (1941). 
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Bending Co., the Second Circuit Court of Appeals interpreted this to mean that 
a speech and letter, containing no threats of reprisal and temperate in form, al- 
though it was delivered to employees on the eve of an election and presen 

the contest as one between the union and the company, was privileged under 
the First Amendment." 

While it has accepted the doctrine of the Tube Bending case,” the Board has 
nevertheless tried to limit its application." Thus in Matter of J. L. Brandeis & 
Sons,™4 where an employer had engaged in an all-out propaganda campaign to 
defeat a union, the Board held that the Act had been violated, even though the 
employer had promised the employees that no reprisals would follow. This or- 
ganized campaign was distinguished from isolated utterances privileged under 
the Tube Bending doctrine. The Eighth Circuit Court of Appeals, in setting 
aside the Board’s order, stated that “‘an employer may disseminate facts within 
the area of dispute, may even express his opinion on the merits of the con- 
troversy even though it involves labor organizations, may indicate a preference 
for individual dealings with employees, may state his policy with reference to 
labor matters, and may express hostility to a union or its representatives.”*5 In 
a similar manner, other decisions have given employers more leeway in actively 
opposing self-organization among employees.’® The Board has had difficulty in 
protecting the employees’ freedom of choice in the selection of bargaining agents 
from gradual attrition in the absence of a clear-cut doctrine drawing the line be- 


yond which this right could not be attenuated. 

The approach of the instant case represents a new attempt by the Board to 
balance the conflicting employee-right of self-organization against the employ- 
er’s correlative right of free speech. The Board now considers as an unfair labor 
practice an employer’s act of directing his employees to listen to speeches on 
unionism in the plant during working hours, without regard to whether the 
contents of the speech would be privileged if delivered under other circum- 


™ NLRB v. American Tube Bending Co., 134 F. 2d 993 (C.C.A. and, 1943). 


™ Matter of Arkansas-Missouri Power Corp., 68 N.L.R.B. 805, 18 Lab. Rel. Rep. Man. 
1165 (1946); Matter of A. R. Benua, 67 N.L.R.B. No. 29, 17 Lab. Rel. Rep. 1229 (1946); 
Matter of Oval Wood Dish Corp., 62 N.L.R.B. 1129 (1945). 


13 Matter of Van Raalte, Inc., 69 N.L.R.B. 1326, 18 Lab. Rel. Rep. Man. 1312 (1946); 
Matter of Semet-Solvay Co., 68 N.L.R.B. 352, 18 Lab. Rel. Rep. Man. 1116 (1946); Matter of 
Goodall Co., 68 N.L.R.B. 252, 18 Lab. Rel. Rep. Man. 1119 (1946). 


™4 54 N.L.R.B. 880 (1944). 


8 NLRB v. J. L. Brandeis & Sons, 145 F. 2d 556, 564 (C.C.A. 8th, 1944). But see Peter J. 
Schweitzer, Inc. v. NLRB, 144 F. 2d 520, 524 (App. D.C., 1944). 


*6 NLRB v. Montgomery Ward & Co., 19 Lab. Rel. Rep. Man. 2008 (C.C.A. 8th, 1946); 
NLRB v. American Pearl Button Co., 149 F. 2d 311 (C.C.A. 8th, 1945); Big Lake Oil Co. v. 
NLRB, 146 F. 2d 967 (C.C.A. sth, 1945); NLRB v. Brown-Brockmeyer Co., 143 F. 2d 537 
(C.C.A. 6th, 1944); Edward G. Budd Mfg. Co. v. NLRB, 142 F. 2d 922 (C.C.A. 3rd, 1944); 
see Jacksonville Paper Co. v. NLRB, 137 F. 2d 148 (C.C.A. sth, 1943). 
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stances.'? And it took the trouble expressly to enunciate this new doctrine, even 
though the respondent’s other conduct furnished ample grounds otherwise to 
support its findings of unfair labor practices."* 

The Board argued that while the Act guarantees to employees “full freedom 
to receive aid, advice, and information from others” concerning their right of 
self-organization,"® it also leaves employees free to determine whether or not to 
receive such aid, advice, and information, concluding that to force employees to 
do so interferes “with the selection of a representative of the employees’ 
choice.”*° The soundness of this argument standing alone seems questionable. 
Clearly an employer may communicate to his employees by mail his opinions 
regarding the selection of a bargaining agent.” And it is most improbable that 


1 The fact that an employer delivered a speech to employees on working time was first 
singled out as an element in the question of the employer’s freedom to express anti-union 
views in a decision a year and a half prior to the Clark Bros. case. Matter of Thompson 
Products, Inc., 60 N.L.R.B. 1381 (1945). While occasionally noted as a factor in decisions 
subsequently rendered, Matter of Wennonah Cotton Mills Co., Inc., 63 N.L.R.B. 143 (1945); 
Matter of Montgomery Ward & Co., Inc., 64 N.L.R.B. 432 (1945); Matter of Monumental 
Life Insurance Co., 67 N.L.R.B. No. 35, 17 Lab. Rel. Rep. 1230 (1946), it had never been 
raised to the status of an independent unfair labor practice until the instant case. The following 
are other examples of activity held by the Board to constitute independent unfair labor prac- 
tices: the anti-union employment contract, National Licorice Co. v. NLRB, 309 U.S. 350 
(1940); the blacklisting of union members, NLRB v. Waumbec Mills, Inc., 114 F. 2d 226 
(C.C.A. 18st, 1940); the questioning of employees concerning union membership, activity or 
interest, NLRB v. Fruehauf Trailer Co., 301 U.S. 49 (1937). Cf. Matter of Peyton Packing Co., 
49 N.L.R.B. 828 (1943), where the promulgation of a rule prohibiting union solicitation on 
company premises outside of working hours was held to create a rebuttable presumption of 
unfair labor practice rather than necessarily constituting an unfair labor practice. 


*8 Discriminatory application of a blanket no-solicitation rule held to be an unfair labor 
practice, NLRB v. May Department Stores Co., 154 F. ad 533 (C.C.A. 8th, 1946); see Inter- 
national Association of Machinists v. NLRB, 311 U.S. 72 (1940). Promulgation of rule pro- 
hibiting union solicitation at any time on company premises held to be an unfair labor prac- 
tice, Republic Aviation Corp. v. NLRB, 324 U.S. 793 (1945). Surveillance over union activi- 
ties held to constitute an unfair labor practice, NLRB v. Collins & Aikman Corp., 146 F. 2d 
454 (C.C.A. 4th, 1944). The Supreme Court has stated that “pressure exerted vocally by the 
employer,” if it is part of a coercive course of conduct, “may no more be disregarded than 
pressure exerted in other ways.”” NLRB v. Virginia Electric & Power Co., 314 U.S. 469, 477 
(1941); NLRB v. American Laundry Machinery Co., 152 F. 2d 400 (C.C.A. and, 1945). 

19 Matter of Harlan Fuel Co., 8 N.L.R.B. 25, 32 (1938). 


2° Matter of Clark Bros. Co., Inc., 70 N.L.R.B. No. 60, 18 Lab. Rel. Rep. Man. 1360, 1361 
(1946). The right is necessarily an interpolation from Section 7 of the Act which lists the 
“Rights of Employees” as follows: “Employees shall have the right to self-organization, to 
form, join, or assist labor organizations, to bargain collectively through representatives of 
their own choosing, and to engage in concerted activities, for the purpose of collective bar- 
gaining or other mutual aid or protection.” 49 Stat. 449 (1935), 29 U.S.C.A. § 157 (1942). 
“The Wagner Act did not undertake the impossible task of specifying in precise and unmis- 
takable language each incident which would constitute an unfair labor practice. On the 
contrary, that Act left to the Board the work of applying the Act’s general prohibitory lan- 

in the light of the infinite combinations of events which might be charged as violative 
of its terms.” Republic Aviation Corp. v. NLRB, 324 U.S. 793, 798 (1945). Cf. Phelps Dodge 
Corp. v. NLRB, 313 U.S. 177 (1941). 


* NLRB v. American Tube Bending Co., 134 F. 2d 993 (C.C.A. and, 1943). 
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an employee would not read a special delivery letter sent to him at his home by 
the president of the company, even though he arguably remained free to toss 
it unread into the wastebasket.” This speculation seems justified, even though 
it be admitted that the same employee, in a practical sense, would not be as free 
to walk out of a meeting being held on working time. 

Now the Board stresses the infringement of the abstract right of an employee 
to choose whether or not he shall listen to his employer’s utterances. It is sub- 
mitted that this is not the real heart of the violation of employee self-organiza- 
tional rights in the type of situation under discussion. The real offense is, rather, 
the subtle coercion implicit in an employee’s being forced to listen to an em- 
ployer’s speech in the plant itself. The Board’s finding of an independent viola- 
tion of Section 8(1) in the employer’s use of “its superior economic power in 
coercing its employees to listen to speeches relating to organizational activity”* 
seems to have real significance when viewed in this light. 

Words uttered by an employer to a compulsory audience within the every- 
day working surroundings of the plant have far different import and effect than 
if these very same words were read by an employee in his own home. As Judge 
Learned Hand has so realistically observed: ‘“Words are not pebbles in alien jux- 
taposition; they have only a communal! existence; and not only does the mean- 
ing of each interpenetrate the other, but all in their aggregate take their purport 
from the setting in which they are used, of which the relation between the speak- 
er and the hearer is perhaps the most important part.”*4 

Social scientists have noted the existence of what might be called deference 
patterns, which predispose people to respond automatically towards those to 
whom they have been in the custom of responding.** Thus, while they are in the 
plant, employees customarily obey the instructions of company supervisors and 
officials. Habitual responses of this type tend to operate whether the employee 
is responding to the desires of the employer that he should perform some shop 
operation or that he should pursue some less objective course—such as voting 
against a certain union.** Hence it seems not unreasonable to deny the employer 

= It seems apparent, however, that any employee with such determined anti-employer 


sentiments would hardly be deterred by anything an employer might say within the present 
permissible area of employer free speech under the Act. 

*3 Matter of Clark Bros. Co., Inc., 70 N.L.R.B. No. 60, 18 Lab. Rel. Rep. Man. 1360, 1361 
(1946). 

*4 NLRB v. Federbush Co., Inc., 121 F. 2d 954, 957 (C.C.A. and, 1941). “And yet, the 
voice of authority may . . . . provoke fear and awe quite as readily as it may bespeak fatherly 
advice. The position of the employer . . . . carries such weight and influence that his words 
may be coercive when they would not be so if the relation of master and servant did not 
exist.” NLRB v. Falk Corp., 102 F. 2d 383, 389 (C.C.A. 7th, 1939). 

5 See Chapple & Coon, Principles of Anthropology 26~72 (1941); Roethlisberger & Dick- 
son, t and the Worker 358-59, 564-68 (1939); Gardner, Human Relations in 
Industry 65-84, 168-70 (1945). 


*6 This is not to suggest that all employees will react in the same manner. The studies 
indicate, for examypie, that some employees react strongly against such tactics, but these will 
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the opportunity of utilizing the plant pattern of response to defeat employee 
self-organization. For to justify such behavior as an appeal to the employee’s 
reason ignores elementary precepts in the field of industrial human relations.’ 
And in addition the display of power inherent in the compulsory audience is it- 
self of considerable psychological significance. Field studies indicate how deep- 
rooted is the feeling among workers that their future welfare depends upon “not 
crossing the boss.’* As the Supreme Court has observed, “Intimations of an 
employer’s preference, though subtle, may be as potent as outright threats of 
discharge.”*® It seems particularly true in cases of this sort, where two unions 
are competing, that the employees would reasonably get the idea from their em- 
ployer’s conduct that he would be more generous in making them concessions if 
the union of his choice were selected. Yet it is perfectly obvious that if the em- 
ployer actually made an overt statement to that effect, he would be guilty of an 
unfair labor practice.*° 

In the instant case the employer availed himself of an additional psychologi- 
cal advantage by making his final appeal only a few minutes before the polls 
opened.#* This is a considerable advantage which adheres to the employer 
through his control over working time.** Thus the employees went to the polls 


be drawn largely from the union adherents. In close situations it is quite likely to affect a 
sufficient number of those employees on the fence to be decisive in the election. See Whyte, 
Who Goes Union and Why?, 23 Personnel Journal 215 (1944). 


27See Whitehead, Leadership in a Free Society 89-90, 97-98, 111-20 (1936); Mayo, 
Human Problems of an Industrial Civilization 164 (1933). 


28 See Gardner, Human Relations in Industry 8, 10, 98 (1945). 
29 NLRB v. Link-Belt Co., 311 U.S. 584, 600 (1941). 


3° Cf. Medo Photo Supply Corp. v. NLRB, 321 U.S. 678 (1944); Matter of Agar Packing 
& Provision Corp., 58 N.L.R.B. 738 (1944). 


» The Board has always sought to prevent campaigning “at or near” the polling place on 
election day, so as to safeguard the free choice of employees. Should the court reverse the 
Board’s finding that the compulsory audience constitutes an unfair labor practice, the Board 
could still exercise its own judgment in de i whether such conduct interfered with the 
employee’s free choice and, if it so found, could set aside the election results. Matter of A. J. 
Thrall, 65 N.L.R.B. No. 15, 17 Lab. Rel. Rep. 652 (1945). Such action by the Board, coming 
under Section 9 of the Act, is not subject to court review, unless it later becomes part of the 
record in unfair labor practice charge ings under Section 8(5). American Federation of 
Labor v. NLRB, 308 U.S. 401 (1940); National Labor Relations Act § 9(d), 49 Stat. 449 
(1935), 29 U.S.C.A. § 159 (1942). 


# In one case an employer worked his employees overtime to prevent them from attend- 
ing a scheduled union meeting. Matter of Tidewater Iron & Steel Co., Inc., 9 N.L.R.B. 624 
(1938). In another an employer was held to have interfered with his employees’ freedom of 
choice where he approached them individually at their machines to discuss an impending 
union election. Tue: Board termed this “a subtle form of coercion more potent than an em- 
ployer’s address to a forced audience of his employees.” Matter of A. J. Thrall, 65 N.L.R.B. 
No. 15, 17 Lab. Rel. Rep. ph Employers apparently believe that they are free to sub- 
ject their employees to a variety of high-pressured influences as long as they pay them to 
listen. Unless the Board can establish that employees have some rights concerning the pressure 
an employer may subject them to, nothing is to prevent an employer from scheduling an anti- 
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under the influence of the emotional charge contained in the employer’s last 
minute speech, without adequate time to consider intellectually the arguments 
presented and without an opportunity having been afforded the union to offer 
a rebuttal. A speech delivered under these circumstances seems the antithesis 
of an appeal to reason. Indeed, if appeal to reason had been the employer’s ob- 
ject, would he not have addressed the employees some days prior to the election 
or have presented his message in printed form, so that his employees could have 
studied and evaluated its worth? After all, the Board’s new doctrine does not 
deny the employer means of communicating his ideas to his employees. Its re- 
fusing him the avenue of a compulsory audience in no way affects his ability to 
communicate with his employees by mail, circulars, or at a voluntarily attended 
meeting. These, indeed, are the only media of communication open to the union. 

If an employer’s conduct is coercive, the Supreme Court has indicated that 
no question of constitutional privilege is involved in declaring it to be an unfair 
labor practice. The question of whether coercion is a conclusion of fact or of 
law has been the subject of considerable discussion and differences of opinion 
among the courts.*‘The problem is important in that, under the National Labor 
Relations Act, findings of fact by the Board are conclusive if supported by evi- 


union rally on the night preceding the election, to which he can compel the attendance of his 
employees. Employers who had once been unable to express even a critical opinion to their 
employees on unionism would have swung around to the point where they could command 
their attendance at the most strategic moments, tactically precluding by their economic 
control any opportunity for union competition for the employee’s time or even for rebuttal by 
the union. Moreover, the actual overtime payments for attending the meeting would amount 
to a subtle form of economic allurement which would attract employees even to “voluntary” 
meetings. 


33 See NLRB v. Virginia Electric & Power Co., 314 U.S. 469, 477 (1941); Virginia Electric 
& Power Co. v. NLRB, 319 U.S. 533 (1943). 


34 A basic disagreement has arisen among the circuit courts as to whether there can be 
court review involving re-evaluation of the evidence, of the Boards finding that an employer’s 
utterances, otherwise privileged, are part of a coercive course of conduct and hence themselves 
unfair labor practices. The dispute hinges on whether coercion is a question of fact or of law, 
since the Supreme Court has held that findings of fact by the Board, if supported by sub- 
stantial evidence, are not subject to judicial review. NLRB v. Link-Belt Co., 311 U.S. 584 
(1941). “The determination of the category into which the remarks fell was a question of fact 
for the Board . . . . and the Board’s finding on the fact may not be disturbed.” Elastic Stop 
Nut Corp. v. NLRB, 142 F. 2d 371, 378 (C.C.A. 8th, 1944). NLRB v. American Laundry 
Machinery Co., 152 F. 2d 400 (C.C.A. and, 1945); Peter J. Schweitzer, Inc. v. NLRB, 144 F. 
ad 520 (App. D.C., 1944); NLRB v. Trojan Powder Co., 135 F. 2d 337 (C.C.A. 3rd, 1943), 
cert. den. 320 U.S. 768. Contra: NLRB v. Montgomery Ward & Co., 19 Lab. Rel. Rep. Man. 
2008 (C.C.A. 8th, 1946); NLRB v. J. L. Brandeis & Sons, 145 F. 2d 556 (C.C.A. 8th, 1944); 
NLRB v. American Pearl Button Co., 149 F. ad 311 (C.C.A. 8th, 1945); Big Lake Oil Co. v. 
NLRB, 146 F. 2d 967 (C.C.A. sth, 1945). For a general discussion of this subject, see Brown, 
Fact and Law in Judicial Review, 56 Harv. L. Rev. 899 (1943). 

The Supreme Court has indicated that at least as to the applicability of a broad statutory 
term, as “coerce” is in this case, the functions of a reviewing court are limited. NLRB v. Hearst 
Publications, Inc., 322 U.S. 111, 130-31 (1944). The question of the scope of review of the 
Board’s findings where a constitutional issue is involved, however, has not yet been deter- 
mined. 
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dence.’5 However this matter may be legally categorized, practically it presents 
a problem of determining what effect certain conduct and circumstances have 
on the employees’ subjective freedom of choice. And this consideration reminds 
us forcefully of the judicial observation that ‘the state of a man’s mind is as 
much a fact as the state of his digestion.”*° Hence it is submitted that the de- 
termination of the state of an employee’s mind is a matter—if you please, of 
fact—requiring professional analysis by specialists. And it is obvious that the 
Board is best equipped for such an analysis.*7 To determine where persuasion 
leaves off and coercion begins necessitates the weighing of numerous intangible 
factors. ‘The detection and appraisal of such imponderables are indeed one of 
the essential functions of an expert administrative agency.’’s* Some circuit 
court of appeals judges seem to deny the possibility of coercion wherever the 
employer has at some point assured his employees that they were free to vote 
either way without reprisal.** In its failure to appreciate the decisive emotional 


35 Section 10(e), 49 Stat. 449 (1935), 29 U.S.C.A. § 160 (1942). 
36 Bowen, L. J., in Edgington v. Fitzmaurice, 29 Ch. Div. 459, 483 (C.A., 1885). 


37 The Second Circuit Court of Appeals, in an opinion by Judge Learned Hand, handed 
down since the landmark Tube Bending decision, properly observed that “the question of 
how deeply an employer’s relations with his employees will overbear their will’’ is the sort 
of problem “to decide which a board, or tribunal chosen from those who have had long ac- 
quaintance with labor relations, may acquire a competence beyond that of any court.” 
NLRB v. Standard Oil Co., 138 F. 2d 885, 887 (C.C.A. and, 1943). “That there can be issues 
of fact which courts would be altogether incompetent to decide, is plain. If the question were, 
for example, as to the chemical reaction between a number of elements, it would be idle to give 
power to a court to pass upon whether there was ‘substantial’ evidence to support the decision 
of a board of qualified chemists. The court might undertake to review their finding so far as 
they had decided what reagents had actually been present in the experiment, for that presum- 
ably would demand no specialized skill. But it would be obliged to stop there, for it would not 
have the background which alone would enable it to decide questions of chemistry; and indeed 
it could undertake to pass upon them only at the cost of abandoning the accumulated store of 
experience upon the subject.” Ibid. The court notes that labor relations has “been made the 
occasion of wide study, and a very large literature has arisen, with which those only are fa- 
miliar who have become adepts. Like any other group of phenomena, when isolated and in- 
tensively examined, these relations appear to fall into more or less uniform models or patterns 
which put those well skilled in the subject at an advantage, which no bench of judges can hope 
to rival.” Tbid., at 887-88. 


38 International Association of Machinists v. NLRB, 311 U.S. 72, 79 (1940). 


39 This appears to have been the premise on which the court acted, for example, in NLRB 
v. J. L. Brandeis & Sons, 145 F. 2d 556 (C.C.A. 8th, 1944). Similarly, it has been suggested that 
since the National Labor Relations Act “specifically provides protection to employees against 
the consequence of incurring an employer’s strong displeasure,” such “unwarranted fears or 
inferences” should presumably be ignored by he Board. Employer Freedom of Speech in 
Labor Relations, 14 Fordham L. Rev. 59, 62-63 (1945). This argument, if carried to its logical 
conclusion, would apply equally to outright threats of discharge for union activity, since the 
employee should be presumed to know that such discrimination is proscribed by Section 8(3) of 
the Act. Yet such threats have universally been recognized as violative of the Act. Ibid., at 
63-64. It is submitted that coercion must be judged by the effect of pressure techniques 
without regard to whether an employee can be said to be “justified” in his fears, if the average 
employee would so react. Courts have previously taken judicial cognizance of irrational fears. 
“The question is, not whether the fear is founded in science, but whether it exists; not whether 
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patterns influencing group behavior, such naiveté amply illustrates the wisdom 
of trusting these complex problems primarily to specialists in industrial rela- 
tions.‘ 

In this case there was evidence from which the Board could reasonably con- 
clude that the compulsory audience interfered with the exercise of the employ- 
ees’ rights to self-organization guaranteed by the Act. Hence, a favorable re- 
view of the Board’s findings would seem to be justified.# Should the circuit 
court of appeals so decide, the Board will have succeeded in protecting employ- 
ees’ freedom of choice from the dangers inherent in the employer’s control of 
working time and his dominant position in the plant. At the same time it will 
have preserved to employers an adequate area within which they may exercise 
their right to communicate to employees their opinions on labor problems and 
policies. 


Municipal Corporations—Tax Anticipation Warrants—Validity of Warrants 
with Respect to Subsequent Reduction of Assessment—{IIlinois].—The plain- 
tiffs, holders of unpaid tax anticipation warrants issued by the West Chicago 


it is imaginary, but whether i¢ is real, in that it affects the movement and conduct of men. 
Such fears are actual, and must be recognized by the courts as other emotions of the human 
mind. That fear is real in the sense indicated, and is the most essentially human of all emo- 
tions, there can be no doubt.”” Everett v. Paschall, 61 Wash. 47, 51, 111 Pac. 879, 880 (1910). 

An even more fundamental error, however, is the tacit assumption of the learned author 
that all the consequences of incurring “an employer’s strong displeasure” are capable of legal 
remedy. The Board has admitted its inability to proceed on charges involving objectively 
trivial types of discrimination, Matter of A. S. Abell Co., 5 N.L.R.B. 644 (1938); yet it is sub- 
mitted that what may be incognizable by a court, either because it is de minimis or intangible, 
may be vitally important to an employee. Gardner, Human Relations in Industry 16-23 
(1945); Whitehead, Leadership in a Free Society 11-21 (1936); Roethlisberger & Dickson, 
Management and the Worker 361-64, 543-45 (1939). 

4° The Supreme Court has recognized that “Perhaps the purport of these utterances may 
be altered by imponderable subtleties at work, which it is not our function to appraise.” 
NLRB v. Virginia Electric & Power Co., 314 U.S. 469, 479 (1941). See Whyte (ed.), Industry 
and Society (1946); Gardner, Human Relations i in Industry (1945); Mayo, Social Problems 
of an Industrial Civilization (1945). It should be noted that in the present state of the social 
sciences no conclusive evidence could be presented to “prove” propositions as complex as 
those indicated herein. It is suggested, however, that work being done in these fields is suffi- 
ciently indicative of the conclusions advanced above to make reasonable such inferences by 
the Board. To recognize the tenuous nature of the findings of the social sciences is not at all 
to suggest that anyone unfamiliar with developments along these lines is equally competent to 
deal with the problems arising within their general framework. 

The Eighth Circuit Court of Appeals has recently rejected the Board’s finding that a 
compulsory audience was coercive. NLRB v. Montgomery Ward & Co., 19 Lab. Rel. Rep. 
Man. 2008 (C.C.A. 8th, 1946). Should the Second Circuit Court uphold the Board in the 
instant case, a clear conflict between the circuits would be apparent. And in accordance with 
tradition such conflict would presumably be resolved by the Supreme Court. Compare Repub- 
lic Aviation Corp. v. NLRB, 142 F. 2d 193 (C.C.A. 2nd, 1944), with LeTourneau Co. of 
Georgia v. NLRB, 143 F. 2d 67 (C.C.A. sth, 1944). The Supreme Court granted certiorari 
because of the conflict between these two cases. Republic Aviation Corp. v. NLRB, 323 
U.S. 688 (1944); NLRB v. LeTourneau Co., 323 U.S. 698 (1944). The Board’s position was 
sustained in Republic Aviation Corp. v. NLRB, 324 U.S. 793 (1045), which reversed the Fifth 
Circuit Court of Appeals and affirmed the Second Circuit Court of Appeals on the point of law 
involved. 
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Park Commissioners to anticipate the collection of taxes levied by the Commis- 
sioners for the year 1929, filed a bill in equity against the latter’s successor, the 
Chicago Park District, for an accounting as to taxes collected. The 1929 war- 
rants had been issued in the sum of $2,300,000 pursuant to a resolution of the 
West Chicago Park Commissioners passed in that year. Under the Illinois War- 
rant Act such warrants could be issued by a municipal corporation in an amount 
up to 75 per cent of the taxes it levied. The warrants here issued would have 
been within the allowed ratio if it were computed on the basis of the 1929 rate 
of levy, as determined by a prior resolution of the Commissioners, applied to the 
regular quadrennial property assessment of 1927. At the time of issuance a 
special assessment for the year 1929, ordered by the State Tax Commission, 
had not been completed. When finished in 1931, the special assessment showed 
an aggregate property valuation of approximately 144 million dollars less than 
that in 1927, with the result that the amount of 1929 taxes ultimately realized 
was appreciably reduced and the warrants which had been issued exceeded 75 
per cent of this amount. On appeal, judgment for the defendant reversed and 
held, inter alia, the defendant is liable under the Warrant Act for the payment 
of those warrants which had been issued within the statutory ratio; in applying 
that ratio the amount of taxes levied is to be determined by the rate applied to 
the valuation finally assessed for the year 1929; and the warrants are to be given 
validity in numerical order of issuance. Berwind v. Chicago Park District.? 

The desire to protect taxpayers has led courts to construe strictly the rights 
of municipal security holders. Negotiable bonds in the hands of bona fide pur- 
chasers have been declared void where their issuance by the municipality was 
unlawful.‘ Tax anticipation warrants and other municipal securities used for 
short-term borrowing have often been treated as non-negotiable and payable 
only when sufficient money is held in the special fund on which they were 
drawn.’ In Illinois the holders of tax warrants in the past have had their secu- 
rities further restricted by the rule that the warrants create no obligation on the 
part of the municipal corporation, but constitute merely a contract of assign- 
ment of incoming taxes with its treasurer, who alone is liable for negligence in 

* Til. Rev. Stat. (1945) c. 1464, § 2. 

2 393 Ill. 317, 65 N.E. ad 785 (1946). 

3 Fairbanks, Morse & Co. v. Wagoner, 81 F. 2d 209 (C.C.A. roth, 1936); C. B. Nash Co. 
v. Counci) Bluffs, 174 Fed. 182 (C.C. Iowa, 1909); Lang v. Cavalier, 59 N.D. 75, 228 N.W. 
819 (1930); Decator v. Peabody, 251 Mass. 82, 146 N.E. 360 (1925); 6 McQuillin, Municipal 
Corporations § 2364 (rev. ed. 1936). 

4 Brenham v. German-American Bank, 144 U.S. 173 (1892); Lehman v. San Diego, 83 
Fed. 669 (C.C.A. oth, 1897); Chemical Bank & Trust Co. v. Oakland Co., 264 Mich. 673, 


251 N.W. 395 (1933); Bankers Trust Co. v. Statesville, 203 N.C. 399, 166 S.E. 169 (1932); 
Barnes v. Lacon, 84 Ill. 461 (1877). 


5 Tyler v. Shelby County, 47 F. ad 103 (C.C.A. sth, 1931); Hornblower v. Pierre, 241 
Fed. 450 (C.C.A. 8th, 1917); Keel v. Pulte, 10 S.W. 2d 694 (Tex. Com’n App., Lt State 
ex rel. Wehe v. Pasco Reclamation Co., 90 Wash. 606, 156 Pac. 834 (1916); W 

Corp. v. Chehalis, 76 Wash. 442, 136 Pac. 681 (1913); 6 McQuillin, Municipal Compt 
tions § 2400 (rev. ed. 1936). 
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collecting and keeping the funds.* One appellate court decision, Harrold v. City 
of East St. Louis,’ however, has imposed liability on the corporation itself for 
the diversion of funds. 

While in the present case the court follows the East St. Louis decision and 
holds the defendant corporation liable for part of the funds diverted, the fact 
that certain of the warrant holders are left completely without remedy points 
to the inadequacy of the Warrant Act for protecting the investor in this type of 
security. The Act provides that the warrants must not total more than 75 per 
cent of the taxes “‘levied.’”* In applying this provision the court defines the 
“levy” as the certification by the Park Commissioners of a rate which they be- 
lieved would produce the desired amount of taxes. The court reasons that al- 
though this rate could later be reduced by the county clerk when the tax was 
finally extended, as happened in the present case, the significant rate with re- 
spect to the warrants was the rate as originally levied. The significant valuation, 
on the other hand, was that for the then current tax year, 1929, even though it 
may not have been determined until a later date.? Under this construction of 
the Act, an overissue of warrants might result whenever the assessment is de- 
layed. 

The defendant’s contention that the rate as finally extended by the county 
clerk governs the validity of warrants is without support in the Illinois deci- 
sions’® and would have resulted in even harsher treatment of the plaintiffs. In 
the principal case the county clerk reduced the Commissioners’ rate of levy to 


keep the aggregate tax rate of property in the district within the statutory 
limit. If this reduced rate had been used in computing the levy, an even larger 
amount of warrants would have been invalidated as being in excess of the 75 per 
cent ratio. 


6 Springfield v. Edwards, 84 Ill. 626 (1877). In 1930 the Illinois legislature made an un- 
successful attempt to declare warrants on whose payment municipal corporations were in de- 
fault valid municipal obligations. Ill. L. (1930) 115. This was held unconstitutional in Berman 
v. Board of Education, 360 Ill. 535, 196 N.E. 464 (1935), because it required taxation for non- 
corporate purposes, the court reasoning that the legislature could not turn “moral” obliga- 
tions into legal obligations. 

7197 Ill. App. 121 (1915). 8 Til. Rev. Stat. (1945) c. 1464, § 2. 


* A definition of “levied” to include the application of the rate to the latest available valu- 
ation, that of 1927, would, of course, have resulted in recovery by all the warrant holders. 
While the language of the Warrant Act is perhaps general enough to make such definition 
possible, the court’s interpretation seems more logical since the Cities and Villages Act at that 
time called explicitly for levy by rate rather than by amount. Ill. Rev. Stat. (1929) c. 24, 
§ 123, repealed by Ill. L. (1933) 254. Thus the Park Commissioners had no authority to apply 
the rate to, or fix, the assessed valuation to determine the amount of the taxes, Although it is 
evident that in the principal case they considered the 1927 assessment in arriving at the amount 
of issuable warrants, the fact is of no legal importance. When ordered, only the valuation for 
the current year as found by the assessors was relevant, even if incomplete at the time when 
the warrants were issued. 


% People v. Chicago & Northwestern R. Co., 340 Ill. 102, 172 N.E. 13 if1939); People v. 
Cook, 336 Ill. 330, 168 N.E. 275 (1929); People v. Chicago, Burlington & Quincy R. Co., 
266 Til. 150, 107 N.E. 322 (1914); Gray v. Board of School Inspectors, 231 Ill. 63, 83 N.E. 95, 
(1907). 
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Apart from the ambiguity in its definition of the legal ratio, the Warrant Act 
makes the granting of remedies which might otherwise be open to the plain- 
tiffs difficult in the principal case. Recovery in quasi-contract is often possible 
with respect to unauthorized local improvement contracts." However, this re- 
lief is not available where the contracts, as here, violate positive statutory pro- 
hibitions, because to hold otherwise, courts have reasoned, would give effect to 
the ultra vires acts of municipal officers.* Another possible solution, the pro 
rata payment of all warrants issued, is dismissed by the court as contrary to the 
custom of Illinois" and possibly to an amendment of the Warrant Act, which 
has been construed by the Illinois Supreme Court to obligate payment of war- 
rants in the numerical order of issuance.'* This [linois practice, however, re- 
lates exclusively to the payment of valid warrants in numerical order where total 
funds are insufficient to meet payment on all.’s In the principal case the court 
relies on these cases to validate the warrants in numerical order. It is submitted 
that these two functions, although analogous, are quite different in effect. The 
warrant holder has notice from the face of the instrument of the mode of pay- 
ment. He takes the risk of non-payment, often in consideration of a relatively 
high rate of interest, when he buys a warrant with a high serial number. On the 
other hand, there is nothing to warn him of an invalidation in numerical order. 
To reach a more equitable result the court might, therefore, have analogized 
the instant case to payments of municipal bonds from an insufficient fund, 


where pro rata payments are admittedly in order."® This was apparently the 
reasoning of a recent federal case which held pro rata payments applicable in a 
similar situation."’ 

An attempted revision of taxing methods within the Chicago Park District 


™ Brownell v. St. Petersburg, 128 F. 2d 721 (C.C.A. sth, 1942); Transbay Construction 
Co. v. San Francisco, 35 F. Supp. 433 (Cal., 1940); Rae v. Reading, 24 F. Supp. 566 (Pa., 1938); 
Ritchie v. Wichita, 99 Kan. 663, 163 Pac. 176 (1917); F. V. Smith Contracting Co. v. New 
York, 70 Misc. 132, 128 N.Y. Supp. 351 (1910); Chicago v. McKechney, 205 Ill. 372, 68 N.E. 
954 (1903); 5 McQuillin, Municipal Corporations § 2091 (rev. ed. 1936). 

% Hackettstown v. Swackhamer, 37 N.J.L. 191 (1874); Denver v. Moorman, 95 Colo- 
111, 33 P. 2d 749 (1934); Hobbs, Wall & Co. v. Moran, 109 Cal. App. 316, 293 Pac. 145 (1930); 
Ensley v. J. E. Hollingsworth & Co., 170 Ala. 396, 54 So. 95 (1910); 5 McQuillin, Municipal 
Corporations § 2092 (rev. ed. 1936). 

3 That the payment of warrants in numerical order is a well-established practice in Illinois 
is emphasized by the court in Lubezny v. Ball, 389 Ill. 263, 59 N.E. 2d 645 (1945), and Leviton 
v. Board of Education, 385 Ill. 599, 53 N.E. 2d 596 (1944). 


% Lubezny v. Ball, 389 Ill. 263, 59 N.E. 2d 645 (1945). 
+8 Ibid.; Leviton v. Board of Education, 385 Ill. 599, 53 N.E. ad 596 (1944). 


*6 Brown-Crummer Inv. Co. v. Burbank, 17 F. Supp. 469 (Cal., 1936); Jewell v. Superior, 
135 Fed. 19 (C.C.A. 7th, 1904); Sibley v. Mobile, 22 Fed. Cas. 59, No. 12,829 (C.C. Ala., 
1876); Thompson v. Clark, 6 Cal. ad 285, 57 P. 2d 490 (1936); State ex rel. Sturdivant Bank v. 
Little River Drainage District, 334 Mo. 753, 68 S.W. 2d 671 (1934); 6 McQuillin, Municipa] 
Corporations § 2504 (rev. ed. 1936); 2 Dillon, Municipal Corporations § 893 (sth ed., 1911). 

17 Norfolk & Western R. Co. v. Board of Education, 14 F. Supp. 475 (IIL, 1936), order 
modified, 88 F. 2d 462 (C.C.A. 7th, 1937). This judgment, collaterally attacked in the Illinois 
Supreme Court, was held res judicata, despite its conflict with the Illinois cases. State Life 
Ins. Co. v. Board of Education, 68 N.E. 2d 525 (Ill., 1946). 
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has been made with the passage of the Butler laws."* These provide for either a 
“pegged”’ levy of a fixed amount of taxes or a levy at a fixed rate, whichever 
method will provide the most revenue. This guarantee of a minimum revenue 
might appear to insure the payment of all tax warrants issued on its basis. How- 
ever, under the construction of the Warrant Act put forward by the court in the 
present case, the Butler laws under certain circumstances fail to protect the 
warrant holders where, as here, the warrants are attacked on the ground of 
overissue. Should the levy be made under the new law by adopting the statutory 
rate at a time when the assessed valuation for the current year is unknown, the 
situation in the principal case might conceivably recur. Though the necessary 
revenue could be obtained, since the statute allows increasing the rate to that 
necessary to produce the “pegged” amount of taxes, the rate as originally “‘lev- 
ied” might be held to govern the validity of the warrants, thus leaving the hold- 
ers remediless despite the fact that sufficient money to pay their claims lay in 
the treasury. 

The holding in the present case is further evidence that in cases involving 
municipal securities courts are often faced with the problem of balancing two 
peculiar and conflicting considerations. Constitutional and statutory debt lim- 
its have been imposed on municipalities. The issuance of tax warrants after 
these limits have been reached is in effect an evasion of the limitations. How- 
ever, courts have evidently recognized the need of municipalities to borrow by 
means of warrants when all other methods have been exhausted and have tacit- 


ly approved this device.’® On the other hand, the same desire to prevent exces- 
sive taxation which led to the enactment of debt limitations makes courts re- 
luctant to allow an increase in municipal indebtedness. Both of these objects are 
partly achieved in the present case at the expense of the holder of municipal se- 
curities. Such a policy, however, may result in the discrediting of these secu- 
rities and add more difficulty to the already confused state of many municipal 
finance systems.” 


Patents—Extent of Use of Patent—Validity of Requirement of Assignment 
of Improvement Patents—{Federal]—The defendant patentee granted the 
plaintiff an exclusive manufacturing license for ten years, renewable at the 
licensee’s option every five years thereafter. As a condition of the license the 
plaintiff was required to promise to assign to the licensor any improvement 
patents which he might obtain pertinent to the machine covered by the defend- 
ant’s original patent, reserving an exclusive license to himself. The contract, in- 
cluding both the original and the improvement licenses, was terminable in case 
of breach by the piaintiff or its reorganization under Chaper X of the Bank- 

8 Til. Rev. Stat. (1945) c. 105, § 333.10. 

** Tax Anticipation as a Device for the Evasion of Constitutional Restrictions on Municipal 
Indebtedness, 45 Harv. L. Rev. 704, 710 (1932). 


* For a comprehensive ive analysis and criticism of the taxing systems in Illinois, see the 
symposium in 35 Ill. L. Rev. 621 et seq. (1941). 
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ruptcy Act. Upon the plaintiff’s failure to assign certain improvement patents, 
the defendant exercised its power to terminate. In the plaintiff’s suit for a declar- 
atory judgment to invalidate the license provisions relative to the assignment 
of improvement patents, in which the defendant counterclaimed for assignment 
of the patents, the district court held the contract valid and ordered the assign- 
ment. On appeal to the Circuit Court of Appeals for the Second Circuit, held, 
the assignment provisions were illegal. Judgment reversed, one judge dissent- 
ing. Stokes & Smith Co. v. Transparent-Wrap Machine Corp. 

Under general notions of restraint of trade, substantial lessening of competi- 
tion caused by a lease or sale on condition that the lessee or buyer purchase 
other goods only from the lessor or vendor is unlawful. This restriction is em- 
bodied in Section 3 of the Clayton Act,? which specifically prohibits the tie-in 
of a purchasing requirement in the sale of patented as well as unpatented arti- 
cles. That tying provisions in patent licensing agreements, although not covered 
by the terms of the Clayton Act, are generally not enforceable has been estab- 
lished by a line of cases beginning with Motion Picture Patents Co. v. Universal 
Film Mfg. Co.4 Furthermore, tie-in agreements as a part of a license may result 
in at least the temporary loss of the enforcement rights of a patent,‘ and may be 
found to be illegal even though there is no showing that they have resulted in a 
substantial decrease in competition in the tied-in articles of trade.5 In this re- 
spect courts have dealt more severely with tie-in clauses in patent licenses than 
those found in ordinary agreements of lease or sale.* 

The promise by a licensee to assign improvement patents has not previously 
been held invalid.’ In the instant case, however, the court found that since the 


1 156 F. 2d 198 (C.C.A. and, 1946) cert. granted, 67 S. Ct. 62 (1946). 


* 38 Stat. 731 (1914), 15 U.S.C.A. § 14 (1940). Although the Clayton Act in terms = 
hibits only a condition that the lessee or buyer refrain from purchasing from a competitor, the 
interpretation has always been that the prohibition applies to agreements to purchase from 
the lessor or vendor as well. Interndtional Business Machines Corp. v. United States, 298 
U.S. 131 (1936); United Shoe Machinery Co. v. United States, 258 U.S. 451 (1922). 


3 243 U.S. 502 (1917). Subsequent cases include Morton Salt Co. v. Suppiger, 314 U.S. 488 
(1942), and Carbice Corp. of America v. American Patents Development Corp., 283 U.S. 27 
(1931). 


4 Leitch Mfg. Co. v. Barber Co., 302 U.S. 458 (1938); Carbice Corp. of America v. Ameri- 
can Patents Development Corp., 283 U.S. 27 (1931). 


5 Morton Salt Co. v. Suppiger Co., 314 U.S. 488 (1942), noted in 9 Univ. Chi. L. Rev. 
518 (1942); B. B. Chemical Co. v. Ellis, 314 U.S. 495 (1942). 


6 The stringent judicial treatment of tie-in clauses in patents seems to result from the 
notion that since a patent is an exception to the general disfavor of the law toward monopolies 
any attempt to extend that exception should be summarily dealt with. See Morton Salt Co. v. 
Suppiger, 314 U.S. 488, 492 (1942); Wood, The Tangle of Mercoid Case Implications, 13 Geo. 

Wash. L. Rev. 61 (1944). An attempt has been made to distinguish between the restriction 
imposed by the Clayton Act and the restrictions upon restraints outside of the four corners of 
a patent grant; but it would appear that the latter restrictions are in turn dependent upon 
anti-trust theories. 


7 Cf. Allbright-Nell Co. v. Stanley Hiller Co., 72 F. 2d 392 (C.C.A. 7th, 1934); American 
Refining Co. v. Gasoline Products Co., 294 S.W. 967 (Tex. Civ. App., 1927). In Hartford- 
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improvement patents would necessarily survive the expiration of the original 
patents, the licensee would perforce have to continue under the contract even 
after the original patents had expired if it wished to remain in business. On the 
other hand, if the contract were terminated, the licensee would be compelled 
to purchase the rights to the improvements which it had invented, although the 
use of the original machine was no longer restricted. It was in the fact that the 
licensee would be forced to purchase rights not covered by the original patent, 
which he would not be forced to purchase if it were not for the bargain achieved 
by the original patent, that an illegal tie-in was found.® Tie-in agreements found 
illegal in the past have customarily involved an obligation of the licensee to 
purchase tangible commodities.? The decision in the instant case is thus a lim- 
ited extension of the tie-in rule in two respects. First, a promise to put oneself 
in a position where it is economically necessary to purchase is placed on a par 
with a direct promise to purchase. Second, no distinction is made between a 
promise to purchase patented articles and a promise to purchase the right to 
manufacture the same articles. 

The tie-in of a promise to license improvement patents is frequently encoun- 
tered in cross-licensing agreements whereby each licensee is required to license 
back his present and future patents in the technological field covered. Where a 
licensing authority is established, as is the case in numerous patent pools,’* the 
licensee, as a condition of his receiving a license, may be required not merely to 
license back but rather to assign back to the licensing authority his improve- 


ment patents. The court in the principal case in holding that the requirement 
that the licensee assign his improvement patents was an illegal tie-in clause has 


Empire Co. v. United States, 323 U.S. oy hee beeping Npae™ Tey sacl 
of a requirement for the assignment of improvement patents when it modified the decree 
of the lower court to permit use of requirements “that rights to improvements and inventions 
covering licensed machinery or processes or methods shall become the exclusive property of the 
lessor or vendor” with regard to certain patents. ® 


*In his dissenting opinion Judge Swan, in addition to urging the reasonableness of the 
defendant’s demands, finds the agreement analogous to contracts whereby an employee 
promises to assign inventions to his employer. Guth v. Minnesota Mining & Mfg. Co., 72 F. 2d 
385 (C.C.A. 7th, 1934), cert. den. 294 U.S. 711 (1935). Even assuming the legal analogy, it is 
apparent that such agreements operate at most to strengthen an individual firm, whereas the 
agreement in the present case operates in the inter-firm area, lessening competitive forces 
between the parties. But, perhaps more significantly, the promise to the employer is not ob- 
tained through the bargaining power of a patent. 


* Morton Salt Co. v. Suppiges Co., 314 U.S. 488 (1942); B. B. Chemical Co. v. Ellis, 314 
U.S. 495 (1942); Leitch Mfg. Co. v. Barber Co., 302 U.S. 458 (1938); International Business 
Machines Corp. v. United States, 268 US. 131 (1936); Carbice Corp. of America v. American 
Patents Development Corp., 283 U.S. 27 (1931); United Shoe Machinery Co. v. United 
States, 258 U.S. 451 (1922); Motion Picture Patents Co. v. Universal Film Mfg. Co., 243 U.S. 
502 (1917). 
© On patent pools in general, see Hamilton, Patents and Free Enterprise, T.N.E.C. Mono- 
graph No. 31 (1941); Wood, Patents and the Antitrust Law (1942); Hodges, The Antitrust 
Act and the Supreme Court (1941). 
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inevitably cast grave doubt upon the status of such patent pools. The present 
case, however, probably does not touch the license-back feature of most patent 
pools, for the court stated that there would have been no objection if the re- 
quirement of the original license had been merely that the licensor was to havea 
license under the improvement patents, rather than an assignment of them.” 
\ Doubt is also cast by the court in the instant case upon the status of patent 
pools in which a licensee to obtain the use of a patent he needs must also pur- 
chase the right to use other patents which he does not desire. This is a common 
feature of patent pools where the licensing is not by individual patent but by 
technological fields; under such agreements the licensee is not permitted to des- 
ignate the particular patent rights he would secure but is compelled to license 
the whole “package.” In three respects the court has here indicated the doubt- 
ful legality and possible unenforceability of package license agreements. In the 
first place it has reiterated the rule that a patentee “may not use a patent to 
force others to buy of him things outside of its four corners.’’* Secondly, the 
court has made it clear that an illegal tie-in provision may relate not only to 
an agreement to purchase tangible commodities but also to an agreement to 
purchase the right to stay in business or to conduct the business in a particular 
way. And finally, since in the instant case a promise to put oneself in a position 
of economic necessity was equated to a promise to purchase, the tying in of a 
promise to purchase must of itself be illegal. On the other hand, the instant case 
involved not the tying in of present patent rights, but rather of patents to be 
developed in the future, and thus the court may have been more influenced by 
the extension of control beyond the seventeen-year period of the patent grants, 
in addition to the roughly equitable notion that the licensee would be compelled 
to buy the right to use inventions which it had itself developed. But since the 
assignment clause required the licensee to buy the right to patents he would not 
otherwise be compelled to purchase, the analogy to a package license situation 
is rather striking.“ 


™ Stokes & Smith Co. v. Transparent-Wrap Machine Corp., 156 F. 2d 198, 203 (C.C.A. and, 
1946). 


™ Tbid., at 202. The courts have also said that the patentee may not go beyond the “scope 
of his patent.” United States v. Masonite Corp., 316 U.S. 265, 280 (1942); Morton Salt Co. v. 
Suppiger Co., 314 U.S. 488, 489, 491 (1942); B. B. Chemical Co. v. Ellis, 314 U.S. 495, 408 
(1942); Leitch Mfg. Co. v. Barber Co., 302 U.S. 458, 463 (1938); Carbice Corp. of America v. 
American Patents Development Corp., 283 U.S. 27, 33 (1931); Motion Picture Patents Co. 
v. Universal Film Mfg. Co., 243 U.S. 502, 510, 511 (1917). 


"3 In United States v. Paramount Pictures, Inc., 66 F. Supp. 323 (N.Y., 1946), “block book” 
ing” in the distribution of copyrighted motion pictures was enjoined as a violation of the 
Sherman Act. Judge Augustus Hand said that “any form of block-booking is illegal by which 
an exhibitor, in order to obtain a license for one or more films, must accept a license for one or 
more other films,” and cited as authority, inter alia, Stokes & Smith Co. v. Transparent-Wrap 
Machine Corp., 156 F. 2d 198 (C.C.A. and, 1946). United States v. Paramount Pictures, Inc., 
66 F. Supp. 323, 348, 350 (N.Y., 1946). 
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Labor and the Law. By Charles O. Gregory. New York: W. W. Norton & Co.. Inc., 
1946. Pp. 467. $5.00. 


Thoughtful citizens have long been concerned with the inadequacy of our present 
federal labor laws in coping with the recurrent industrial crises which have cast a 
shadow upon the prospect of successful reconversion. Before this concern can be 
translated into any truly constructive changes by congressional action, however, a 
much more widespread understanding of existing law and its implications is necessary. 
For example, during the debates in the 79th Congress on the Case bill, the Ball-Burton- 
Hatch bill, and the President’s proposals, it was not unusual to find ordinarily well 
informed Senators and Representatives defending the Wagner Act and the Norris- 
La Guardia Act in the same breath—apparently being unaware that these two laws 
represent different philosophies with respect to labor problems and are quite incon- 
sistent in purpose. 

The publication of Mr. Gregory’s scholarly account of the development of labor law 
and the problems which today call for legislative and judicial solution should do much 
to shape a more enlightened body of opinion. Despite its arresting title, the layman as 
well as the lawyer will find the book lucid and readable. 

The book is also distinctive in another respect. Mr. Gregory, after serving for a year 
with the government as Solicitor for the Department of Labor, returned to the Univer- 
sity of Chicago to teach law in 1937. During the emergency period, he devoted a 
large part of his time to serving on panels of the War Labor Board and acting as an 
arbitrator pursuant to the designation of that agency in various Middle Western indus- 
tries. Unlike so many of the men who have had extensive experience in the field of labor 
arbitration, however, Mr. Gregory has no qualms about speaking his mind. And con- 
trary to the tradition established by his brethren, he takes the position today that there 
is a real need for reform in the field of labor law. It was unfortunate that he was not 
called as a witness before the Senate Committee on Education and Labor when a 
number of fair-minded Senators were earnestly striving to devise new legislation 
which would meet some of the problems then plaguing the start of the reconversion 
program, only to be told by the putative experts that all that was needed was more 
mediation and more good will. 

The early chapters of the book trace the development of American law affecting 
trade union organizations—a period of repression, a period of limited tolerance, a 
period of laissez faire with the passage of the various anti-injunction acts, and a period 
(beginning with the passage of the Wagner Act) of affirmative encouragement to con- 
certed employee activity. 

The most interesting part of the book, however, is Mr. Gregory’s analysis of the 
overextension of these policies by the courts and Congress and his proposals for what 
should be done about it. A large part of the difficulty, the author indicates, stems from 
what he regards the unrealistic notion of the Supreme Court in the Thornhill case* 


* Thornhill v. Alabama, 310 U.S. 88 (1940). 
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which held that peaceful picketing was a facet of free speech and therefore protected by 
the First Amendment. Although a majority of the Court, including some of the justices 
who joined in this opinion, have since narrowed the rule, he feels that the effects of this 
doctrine are still being felt because the practical result has been to deprive state legisla - 
tures and possibly Congress of power to deal with certain kinds of disputes. This origi- 
nal error he regards as compounded by the limited construction of the Sherman and 
Clayton Acts given by the Supreme Court in the Hutcheson case.* As he points out, a 
statute regarded as procedural by its proponents—the federal anti-injunction act— 
was treated in this case as substantive legislation repealing by implication the applica- 
tion of the anti-trust laws to most phases of union activity. Out of this doctrine de- 
veloped such incongruous situations as the one which the Court considered in Hunt v. 
Crumboch3 where a trade union, by refusing to let any of its members work for an 
employer against whom it had a grudge, effectively drove him out of business. Faced 
with the relentless logic of its earlier decisions, the Court held that this conduct of the 
union was immune from the law. 

The line of decisions in the secondary boycott cases, he believes, has failed to recon- 
cile the inherent conflict between the Wagner and Norris-La Guardia acts. Prior to the 
passage of the latter statute, the Supreme Court in the Danbury Hatters‘ and Duplex’ 
cases had upheld injunctions against boycotts of unions directed not against their own 
employers but against the employers of other workers not affiliated with the moving 
union. Mr. Justice Brandeis eloquently dissented in both cases, arguing with great 
persuasiveness that concerted activity of this sort was necessary for workmen in order 
to preserve their standards against competition by nonunion employees. The eaact- 
ment of the anti-injunction act made his views the law of the land so far as the federal 
courts were concerned. Three years later, however, Congress not only made it an un- 
fair labor practice for an employer to bargain collectively with any other union than 
the one desired by a majority of hig workers, but also made closed-shop agreements (as 
well as such variations of the closed shop as maintenance of membership) illegal unless 
the signatory union represented a majority of the employees when the contract was 
signed. Here was a clear instance of a supervening legislative policy with respect to 
secondary boycotts by unions insisting upon recognition or closed shop agreements to 
cover employees whom they did not represent. Nevertheless, even where the secondary 
boycott was undertaken for the direct purpose of compelling an employer to refuse to 
deal with a union certified as the majority representative by the National Labor Rela- 
tions Board, the lower federal courts have refused to grant any relief. As a result, law- 
abiding employers are frequently in the unhappy dilemma of having to run the risk of 
being cited for violations of the National Labor Relations Act or of seeing their markets 
vanish because of boycotts in the transportation companies or retail outlets. 

This paradoxical condition, however, should not be charged against the Supreme 
Court. Congress should have been more specific when it passed the National Labor 
Relations Act. Moreover, while such lower court holdings are perhaps inevitable in 
the cases where the boycotting is confined to peaceful picketing from the principle that 
such picketing is protected by the First Amendment, a trial judge might distinguish 


? United States v. Hutcheson, 312 U.S. 219 (1941). 
3 325 U.S. 821 (1945). 4 Loewe v. Lawlor, 208 U.S. 274 (1908). 
’ Duplex Printing Press Co. v. Deering, 254 U.S. 443 (1921). 
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these cases from boycotts where the picketing is accompanied by a concerted refusal to 
handle goods or transport them in interstate commerce because the original producer is 
dealing with a rival union designated by the majority of his own employees. In the 
absence of any square holding on this precise question by the highest tribunal, I have 
never felt that the lower federal courts were compelled to treat such tactics as beyond 
their jurisdiction to redress. The supervening legislative theory upon which the 
Hutcheson case was rested might be taken as justifying similar technique to effectuate 
the policies of the Wagner Act when in collision with the language of the anti-injunc- 
tion provisions. In certain state jurisdictions where a “little” Norris-La Guardia Act is 
in effect the courts have managed to construe their statutes so as not to deny judicial 
relief.‘ It is Mr. Gregory’s recommendation that the Norris-La Guardia Act be amend- 
ed by Congress so that appropriate relief may be given by the courts in these situations. 
He also favors similar amendments to enable the courts to remedy the kind of revenge- 
ful activity which gave rise to the Hunt case,’ and would again restore the application 
of the anti-trust laws to union combinations undertaken to prevent the marketing of 
outside commodities in a particular area. Under certain Supreme Court cases, the 
anti-trust laws are regarded as coming into force in such instances only where the 
unions make an overt agreement with employers to bring about such embargoes. Yet 
even without employer collusion, certain craft organizations which have ‘“‘a monopoly 
of the skill can erect equally effective barriers to interstate commerce.” In other words, 
the author seems to believe that experience has amply justified the provisions of the 
Senate amendments to the Case bill with regard to secondary boycotts. 

In another chapter, Mr. Gregory deals with a problem which the Case legislation 
also attempted to handle—the enforcibility of collective agreements. The author be- 
lieves that there should be a rather summary method of enforcing such contracts. His 
theory is that arbitrators rather than the courts are the proper tribunals to pass on the 
substantive questions of such disputes. He would, however, provide for enforcement 
of such awards in federal courts. Although Mr. Gregory does not expressly say so, he 
apparently regards the present Federal Arbitration Act as not being the cornerstone 
on which to develop such legislation. Such a point might profitably be explored, as the 
only decisions of the circuit courts of appeals which have considered the application 
of this statute to labor disputes have been in conflict. 

The author is aware, of course, that his recommendations are not a panacea for all 
the major strikes. He points out the fallacy of compulsory arbitration for disputes in 
which there are neither collective agreements nor statutory provisions as guides. He 
objectively appraises the benefits which the labor unions have conferred on workers, 
regards unions as here to stay, but feels that the time has come when Congress should 
use its powers under the commerce clause to curb some of their monopolistic and anti- 
social excesses. 

If his considered proposals have any defect, it is perhaps in the direction of not con- 
sidering how the administrative processes of the National Labor Relations Board, 
rather than the courts, might be developed by Congress to meet some of these situa- 
tions. In labor disputes time is always of the essence and procedures should be fair but 
expeditious. The Supreme Court, itself, has tended, by its recent decisions in the 

*R. H. White v. Murphy, 310 Mass. 510, 38 N.E. 2d 685 (1942); Florsheim Shoe Store v. 
Retail Shoe Salesmen Union, 288 N.Y. 188, 42 N.E. 2d 480 (1942). 


7 Note 3 supra. . 
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Hearst and Switchmen’ s® cases to circumscribe its own powers of review over even the 
legal questions passed upon by the National Labor Relations Board and the Railway 
Mediation Board, so that these administrative agencies have the real formulation of 
labor legal policy. 

Moreover, the role of the anti-trust laws in the labor field has been peripheral. If 
such legislation as Mr. Gregory seems to favor were adopted, it would permit the De- 
partment of Justice to carry out the kind of prosecutions which Mr. Thurman Arnold 
so vainly undertook. But it is doubtful that this would do more than curb some of the 
malpractices of several local craft unions, whereas our principal difficulties today stem 
from the highly centralized control vested in a few intransigent leaders in many of the 
big industrial organizations. Such a study of our basic laws as Mr. Gregory has made, 
however, is equally essential for the legislator and government official who has to meet 
this challenge. 

Gerarp D. REmLty* 


Arbitration of Labor Disputes. By Updegraff and McCoy. Chicago: Commerce Clear- 
ing House, Inc., 1946. Pp. xi, 291. $3.75. 

This book, according to the authors, is designed to accomplish two objectives: (1) 
to serve as a useful reference work for lawyers; and (2) to be a not-too-technical guide 
for laymen who are called upon to conduct arbitrations without benefit of counsel. In 
my opinion, it achieves neither of these aims. The book is not sufficiently comprehen- 
sive to satisfy professional needs. Similarly, it is not spelled out enough to constitute a 
safe guide to the uninitiated. 

Like too many of the current crop of legal and quasi-legal books, the present work is 
obviously and unjustifiably padded. While it has 291 pages, there are, in fact, only 154 
pages of text. The balance of the volume consists of an appendix containing a few forms 
and a number of specimen arbitration awards. Although forms and illustrative mate- 
rial are to be welcomed, those in the book are not adequate to be really useful, just as 
the text is not sufficiently extensive. 

The sketchy character of the development of the subject is illustrated by a section 
entitled “Historical Backgrounds.” Here the authors in four pages attempt to trace the 
history of arbitrations. They go back to the beginning of law, refer in the next para- 
graph to Roman jurisprudence, hasten to Bracton’s Note Book and Coke, manage in the 
process to interpolate several Latin expressions, and conclude with modern times. In 
the course of this blitzkrieg, they omit any reference here or elsewhere in the book to 
the long and honorable history of labor arbitration in the garment industries. How any 
book can deal with labor arbitrations without even a passing reference to the prag- 
matic experience in these trades is unintelligible to me. 

In their treatment of labor arbitration in modern times the authors seem too much 
influenced by their experience as arbitrators for the War Labor Board. Arbitration of 
labor disputes did not commence with the creation of the War Labor Board and will 
not end with the liquidation of that agency. Moreover, during the war, labor arbitra- 


® NLRB v. Hearst Publications, 322 U.S. 111 (1944). 
* Switchmen’s Union of North America v. National Mediation Board, 320 U.S. 297 (1943). 
* Member of District of Columbia Bar. 





124 THE UNIVERSITY OF CHICAGO LAW REVIEW 


tions were, in effect, compulsory in character, and arbitration awards had behind them 
the sanction of the government. In peacetime, the Constitution does not allow com- 
pulsory arbitration and judicial jealousy limits the effective enforcement of even volun- 
tary awards. Arbitration, to become a lasting instrument of peaceful settlement of labor 
disputes, must, like the United Nations in the international field, win acceptance of all 
parties involved and prove its effectiveness. 

Illustrative of the danger of attempting to advise labor arbitrators on the basis of 
the War Labor Board experience is the assertion repeatedly made in the book that an 
arbitrator must never render a decision that represents a compromise. There may be 
some slight support for this position during a war period when arbitrations are con- 
ducted under executive orders having the force of law and enunciating a fixed govern- 
mental policy. It is plain piffle, however, for normal times. Every experienced and suc- 
cessful arbitrator knows that reasonable compromise is the foundation upon which a 
successful arbitration structure necessarily depends. 

The authors not only deprecate compromise but they hope that arbitrators will re- 
ly on precedent and express the wish that one of the developments of the future will 
be a set of labor arbitration reports. Heaven save us from this eventuality. Arbitration 
is already in sufficient danger of being enveloped by legalisms without being ruined by 
that grubby search for precedent which has become all too characteristic of an Ameri- 
can lawyer’s art. 

The growing importance of labor arbitration calls for adequate study of the subject. 
The present work does not satisfy the need. 

Artuur J. GoLpBERG* 


Conflict of Laws, The; A Comparative Study. Vol. I. By Ernest Rabel. Ann Arbor: 
University of Michigan Press, 1945. Pp. lvi, 754. $12.50. 


This book is unique in legal literature. For a field as large as that of conflict of laws, 
the legal systems of the world are presented fully, accurately, and critically. This work 
has been done not by a host of experts from various countries, but by one man, whose 
penetrating mind has welded together all of the vast material into a coherent whole. 

The author of this unique work has had an unusual career, beginning with his legal 
training in Austria and supplemented by study in Germany and France. He was a 
teacher of Roman Law and modern Civil Law, and sat as a judge on superior courts in 
Germany and Switzerland, as well as serving on the bench of the German-Italian 
Mixed Arbitral Tribunal and on the World Court at the Hague. He has carried on basic 
research in papyrology and in the obscure sources of classical Roman Law; and as 
founder and, for many years, director of the Kaiser Wilhelm Institute of Foreign and 
International Private Law, he initiated the fertile research in comparative law which 
constitutes one of the principal roots for the revitalization of German legal science 
which had so promisingly begun in the Weimar Republic. As adviser to the Wilhelm- 
strasse, he was actively engaged in the practice of international law. When his work in 
Germany was cut short by the Hitler regime, William Draper Lewis, the farsighted di- 
rector of the American Law Institute, seized upon the opportunity of having the Re- 
statement of Conflict of Laws supplemented by a companion work which would present 
to American attorneys the conflict of laws of the principal foreign countries. He initi- 


* Member of the Illinois Bar. 
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ated Rabel’s work, which was carried on for the first years under the auspices of the 
American Law Institute, and later under those of the University of Michigan Law 
; School. To these institutions the American legal profession owes a debt of gratitude for 
7 having made possible the writing and publication of this masterpiece of legal thought 
and learning. 

Mr. Lewis’ desire to make available to Americans the ideas and experiences of for- 
eign countries in the field of conflict of laws has been well justified. In contrast to such 
other branches of the law as contracts or property, whose basic ideas, policies and con- 
cepts have been elaborated in a continuous development of many centuries, conflict of 
laws is, at least in the United States, a comparatively young field, which has not yet 
become fully crystallized and which is still in need of suggestive ideas. While the cases of 
y municipal law are primarily limited to the territory of one country, those of the con- 
flict of laws by their very nature transcend the national boundaries. If the conflict of 
laws is even to approximate the fulfillment of its purpose, the discussion of its problems 
must be carried on upon an international scale. Upon the continent of Europe such an 
international discussion has long been in progress. Rabel has now summarized for 
Americans the arguments and results of these discussions. Thus he has made it pos- 
sible for them to participate in it, to utilize it for themselves, and to contribute to it their 
i- own ideas which, as Rabel’s work proves, are in many respects ahead of foreign de- 

velopments. While international unity of decision in a given case has often been postu- 
t. lated as the ideal end of the conflict of laws, Rabel’s work also indicates why the com- 
plete attainment of this end is not possible. In each country the conflict of laws is a 
part of the national law and is thus influenced and molded by varying national ideals 
and policies. Uniformity in the rules of conflict of laws is therefore not only impossible, 
but also undesirable as long as varying views are held. These variances occur not only 
fs: in different countries, but also in different parts of the same country on such problems 
‘ as those of divorce, debtor protection, automobile liability, or parental power. Thus 

Rabel has not written a book advocating the uniform adoption of any particular rule 
or system. He simply wants to present the rules, of which there are few, and the trends 
and ideas, of which there are many, to ascertain not merely how they look on paper, 
but how they work in practice, and how well or how badly they serve national policies 
and affect interstate or international dealings. In addition to the author’s vast learning 
in literature, legislation, treaties, and cases, his work reveals the eminently practical 
sense which he has developed through the long years of his judicial and advisory activ- 
ities. As director of the Kaiser Wilhelm Institute of Foreign and International Private 
Law, he was informed of every case involving problems in the conflict of laws that was 
pending in any court of Germany and consulted on those cases which presented diffi- 
culties, Thus he became aware not only of the existence of these problems which are 
unknown to most of the all too numerous theoreticians in the conflict of laws, but also 
of the needs and attitudes of judges, lawyers, parties and the public. Although he al- 
ways writes as a scholar, he is not a theoretician. 

The American Law Institute’s original plan to have the work patterned upon the 
Restatement, i.e., to have it written as a running commentary accompanying it section 
by section, soon turned out to be impracticable. The systematics of foreign laws are so 

nt different from that of the Restatement and from each other as to preclude such treat- 
iti- ment. With the ready consent of the American Law Institute, the author wisely de- 
cided to follow his own system of arrangement which, given the nature of the task, is 
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closer to European than to American notions. While Professor Rabel is thoroughly ac- 
quainted with American law, he has not severed himself from his European back- 
ground. He has succeeded in writing a lucid text for Americans, but it remains a text 
by a European scholar. That fact is apparent not only in the author’s style, but also in 
his approach to and selection of the problems. The problems treated in this volume are 
numerous. Professor Rabel’s work has a European flavor. That fact may not always 
make for easy reading, but it gives the book a special charm. The thoughtful reader is 
given an opportunity to see a first-rate European legal mind at work. In that sense the 
book enriches comparative law, not only by its contents but by its very method. 

The present volume is only the first of a work intended to comprise four. After 
thoughtful and stimulating forewords by William Draper Lewis and Hessel E. Yntema, 
the representatives of the two organizations under whose auspices the work is being 
published, this first volume contains a brief, but masterly presentation of the history 
of the conflict of laws, a discussion of some of its general problems, and, as its primary 
section, the law of persons and of family relations. 

The chapters on general problems (characterization, renvoi, purpose of the conflicts 
law and structure of its rules) are not extremely readable. The reader may be advised 
to postpone their study to the end. The general problems will have more meaning for 
him when he has first acquainted himself with concrete applications and with the au- 
thor’s method, style and outlook. But the study of these chapters should not be omit- 
ted as such effort will be well rewarded. 

The chapter on ‘“The Personal Law” introduces the reader to the principle of na- 
tionality which, in the majority of the European and Latin American countries, plays 
a role even more important than that played by the concept of domicile in the common 
law countries. In the following chapters on marriage, marital property rights, divorce, 
annulment, and parental relations, the effects of the two principles are illustrated by 
concrete situations. While Rabel’s own conclusions are carefully balanced, American 
readers will probably heave a sigh of relief that their law is not plagued by the intri- 
cacies of the nationality principle. In his present activities in the Legal Division of the 
Military Government of Germany, this reviewer can only add that his task would be 
easier, but also less interesting, if German courts were not required to investigate into 
the often obscure nationality of Displaced Persons and the even more obscure sub- 
stantive laws of such countries as Poland, Latvia, or Rumania. 

Professor Rabel’s magnum opus contains such a wealth of material, thought, and 
suggestive ideas that it would go far beyond the scope of a book review even to attempt 
a critical discussion. This reviewer hopes in the near future to be able to devote some 
special article or articles utilizing the author’s theses in an approach to the American 
conflict of laws. It has already been stated that his method is remarkably devoid of 
dogmatism. He has played a leading role in terminating that trend of European 
thought which attempted to establish an entire system of conflict of laws upon a few 
principles postulated a priori; a trend which is not unknown in this country, and which 
has exercised an unfortunate influence upon the Restatement. Rabel was one of the 
leading founders of that school which was gaining ground in Republican Germany and 
which attempted to derive the solution for any particular conflict of laws problem from 
the particular exigencies of that concrete situation. But Rabel is still inspired by the no- 
tion that, ideally, although unattainably, the conflict of laws principles should aim at 
international or interstate uniformity of decision. This notion can be questioned. The 
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aim of the conflict of laws may be stated more modestly as the protection of expecta- 
tions which are regarded as justified under the principles of legal policy prevailing in 
the forum. Like any other branch of the law, conflict of laws is inspired by the ideal of 
justice, but this ideal may well be attained, or at least, pursued, without postulating 
an unattainable international uniformity of decision. Everywhere courts tend to decide 
cases under their own substantive law, the lex fori. The decision of a case under foreign 
law is always cumbersome and time-consuming. It should not be attempted unless it 
is indicated by an urgent demand of justice or international policy. A clear recognition 
of this basic notion will alleviate the task of courts and lawyers and will destroy many 
of the subterfuges utilized by the courts in applying the lex fori to a case, wherein a 
broad, dogmatic, or inflexible application of conflict principles would result in a deci- 
sion predicated on foreign law. The time has come for a complete reorientation of the 
conflict of laws. Rabel not only presents the necessary materials but also makes a sub- 
stantial contribution to this process of reorientation to anyone who feels attracted to 
this task. This book is indispensable to the attorney who is practically engaged in inter- 
national legal affairs. He will find in it reliable and exhaustive information on the prac- 
tice of the conflict of laws in Latin America and the Far East, as well as in Europe. The 
succeeding volumes are eagerly awaited. 
Max RHEINSTEIN* 


Economic Freedom for the West. By Wendell Berge. Lincoln: University of Nebraska 
Press, 1946. Pp. 168. 


Wendell Berge, in his new book, presents clearly, concisely, and convincingly the 
case of the West for relief from monopolies and monopolistic practices which have re- 
tarded its economic growth. This he has achieved with a readability seldom found in 
works treating economic subjects. Mr. Berge makes it clear that the economic develop- 
ment of the West is a matter of concern to the entire nation. 

As is natural in view of his service to the nation as head of the Anti-trust Division, 
Department of Justice, Mr. Berge stresses especially those barriers to economic free- 
dom for the West which arise out of monopolies and restraints of trade in the principal 
industries. And the antidote, as he sees it, is Western ownership and operation of 
Western industries. Particularly important is the large production of steel in the West. 
Mr. Berge believes that “with steel as a center of gravity, other industries will be drawn 
into the orbit of Western Markets.” In view of his convincing discussion of this sub- 
ject, one must note with some concern that recently the gigantic government-con- 
structed wartime steel plant at Geneva, Utah, has been turned over to “Big Steel” in 
the East for ownership and operation. 

The growing aluminum industry also offers, in the author’s opinion, “‘an open in- 
vitation to Western business to apply initiative to the task, because in the final analysis 
it is not what Government alone may or may not do, but rather what free enterprise 
actively does that will carry the field for competition or abdicate to monopoly. The 
latent market for aluminum is tremendous Western enterprise has a special op- 
portunity to show that in the era of light metals a Western aluminum industry can 

* Max Pam Professor of Comparative Law, University of Chicago; presently on leave with 
the Office of Military Government for Germany. 
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2 It is to be hoped that in connection with this important industry the 
disheartening experience of the Geneva steel] plant will not be repeated. 

Other chapters of the book deal with the tremendous resources of the West in land, 
people, forests, minerals, and waterpower; with the opportunities which arise from new 
technologies; and with the possibilities of conversion to peacetime use of the many war 
plants constructed by the Government. Of particular interest from the standpoint of 
the industrial development of the West is the discussion regarding the development of 
another TVA in the Missouri Valley. But the three chapters devoted to the significance 
of public transportation and its effect upon the industrial growth of the West empha- 
size the primary importance of that most basic industry to all industries. As Mr. 
Berge states: 

Rate policies may determine the location of industry, the sources from which raw materials 
can be drawn, the markets to which finished products may move, the possibilities of geographic 
shifts of population and industry, and the opportunities for both improvement and enterprise 
within all regions. Even though prosecution under the antitrust laws may do much to remove 
private restrictions in the transportation field, there is a matter of basic economic policy which 
the American public and its Government must decide. A free competitive economy cannot oper- 
ate if the chief arteries of trade and commerce are subject to the decision of private monopoly 
groups or if interregional discrimination places handicaps in the way of parallel development by 
the various sections of the country.’ 


In this connection, Mr. Berge discusses the pending anti-trust suit against the West- 
ern railroads and the now famous “‘Western Agreement” by which all the railroads 
west of the Mississippi River agreed not to compete in rates, services, and technology. 

Mr. Berge’s book is timely and should be read by everyone who is sincerely inter- 


ested in the future of America. But it should be of special interest to lawyers, who, be- 
sides being leaders in their respective communities, because of their profession are 
aware of the importance of the Sherman Act in the American economy. Mr. Berge 
states: 


To the West the antitrust laws represent one of the principal instruments not only for mrt 
nating subjection to monopoly power but also for attaining greater economic in 
the years ahead. In the future, even more than in the past, sho. ‘Wiad etusb tet contemed thet 
the program of monopoly shail not prevail. If it does so, the West will be in many ways a 
greater loser than any other area. The seats of monopoly power are not in the West. The in- 
dustry of the West is not an interest that entrenched monopoly groups wish to preserve. Quite 
the reverse. To a considerable extent it is the potential competition of Western industry that 

ic groups in our economy would like to control or to eliminate 

The triumph of monopoly would in time become the nemesis of our system of free enter- 
prise.‘ 

Mr. Berge’s book is not then primarily a factual analysis of economic conditions in 
the West, or a mere enumeration of past and present practices which have adversely 
affected the economic growth of the West and the nation, but it is a call to arms for all 
in America who believe in the American ideals of industrial democracy and free enter- 
prise. 

Arne C. Wiprup* 

*P. qr. 

3P. 121. 4Pp. 132 and 141 
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Limits of Jurisprudence Defined, The. By Jeremy Bentham. Edited by Charles War- 
ren Everett. New York: Columbia University Press, 1945. Pp. xxii, 358. $4.50. 


In going over the Bentham manuscripts in the library of University College, Lon- 
don, Mr. Everett eventually succeeded in identifying some twelve hundred pages of 
unpublished manuscripts as belonging to Part II of Bentham’s Introduction to the 
Principles of Morals and Legislation (1789), which has long been regarded as a classic 
in its particular field. Patient editorial work eventually resulted in the present publica- 
tion; and there can be no doubt that this Part II will at once take its proper place be- 
side Part I in all large libraries, and its citations and references will soon be as well 
known to students of ethics, government, and law, as are the citations and references 
from Part I. In reviewing what is the first publication of this important work, I shall 
first discuss the author’s method, his vision, and his results. I shall then proceed to deal 
with what the editor has accomplished in detail. 

As a thinker, Bentham is a member of what is called the British School of Empiri- 
cism, whose chief lights are Locke and Hume. He is further influenced by the exact de- 
velopments, on this basis, achieved by the Jdéologues in France, especially by Hel- 
vetius. In general, the background and outlook of this school survive today in the “neo- 
realism” of S. Alexander and Bertrand Russell. 

For this school, the function of philosophy is largely to clarify concepts. It is be- 
lieved that human ideas are analyzable, without exception, into “images” which are 
relatively vague and fluctuating continuations of what were originally sense-data 
(sensa), arranged in rather simple relational patterns which give them precision. The 
function of the philosopher is to take such ideas as “power, right, prohibition, duty, 
obligation, burden, immunity, exemption, privilege, property, security, liberty” and a 
multitude of others which are not “realities” but “fictitious entities” (Bentham), and 
analyze these into the simple sensory and perceptual experiences which constitute their 
real origin. The simple experiences are direct, and go behind language to “the things 
themselves.” They are clear, vigorous, and unmistakably precise. 

The Aristotelian Scholastic method of defining per genus et differentiam, remaining 
as it does within an established linguistic system, does not go behind words to “the 
things themselves” except at second hand. Locke’s method of enumerating the simple 
experiences or sensa which lie at the root of all complex linguistic formulations, and 
proceeding to build up, step by step, the “mixed modes” which constitute the “ficti- 
tious entities” dealt with in the social sciences, restores factuality and clarity to the 
work of social scientists. Hume’s “mental microscope” which concentrates, with even 
greater precision, upon the direct “impressions” in which all complex ideas originate, 
introduces certainty into the field of the metaphysical. ; 

A thinker of the stamp of Bentham thus does not hesitate to call himself a meta- 
physician, to conceive it as his professional business to clarify, in the way indicated, 
the ideas and practices of lawyers, judges, and legislators, and to provide a clear, dis- 
tinct, analytic and synthetic pattern to guide future legislators in advancing beyond 
the dogmatic opinions of infancy and adolescence toward a critically self-conscious and 
scientific adulthood in their important task. 

His vision is of a system of laws planned on the pattern of a new “logic of will” which 
is to be the counterpart of the Aristotelian “logic of debate” or possibly, “of under- 
standing.” The ultimate aim of will is “utility,” a term which Bentham proceeds to re- 
late very directly to the pleasure-pain sense (sensation), and supplies with a clear and 
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distinct formulation. The resulting code will be, in so far as an inter-implying formal 
system can be, complete, and will reduce to a minimum the informal interpretation (by 
judges and other persons, some qualified and some unqualified by position and experi- 
ence) of “customary law which has spread itself like a plague over the surface of the 
statute law, infecting it with its own characteristic obscurity, uncertainty, and con- 
fusion.” 

The result here, as in the well-known Part I, is to set before Bentham’s readers 
masses of very exact analysis and reasoning, together with principles of classification 
and synthesis which involve, in many places, the creation of new terms of a highly 
technical nature and function. As a lawyer and careful student of the empirical facts 
of jurisprudence, as well as a clear and persistent thinker, Bentham reveals without 
hesitation the types of inaccuracy and confusion which inevitably and in principle re- 
sult from unguided empiricism on the part of legislators; in fact, the limitations of 
jurisprudence which stand out in every chapter are the unciarities, the indeterminate- 
ness and incompleteness, and other inadequacies of codes which, like Topsy, “have 
just growed.” It is not merely the weakness of language and logic that stands out. 
Bentham does not hesitate to draw attention to the comparative absence of clear, defi- 
nite and candid thinking on the part of almost all empirical ad hoc legislators. 

In its own field, Bentham’s work resembles Kant’s Critique of Pure Reason, in which 
most readers feel that the critical part somewhat overshadows the constructive part 
which is designed to take the place of what the author rejects. But in both cases it is 
hardly possible to criticize effectively without at the same time making plain the basis 
from which the criticism derives its strength; and all of Bentham’s chapters contain, 
bound up with the negative criticism, significant and useful classifications and syn- 
theses in detail, as well as helpfully clear statements of principle. The whole book, if 
we include Part II with Part I, will certainly be regarded as the classical exposition of 
eighteenth century hedonism at its best. 

What is the value of his book at the present day? Chiefly, it must be confessed, his- 
torical. In a hundred and sixty years, or so, philosophy has made great strides; and 
while philosophers of every school will admire the erudition, the persistent reasoning, 
the candor, and the massive determination of Bentham and will be attracted by the 
many evidences of a hopeful modernism which has many echoes today, there will be 
little that they can really use, except to point a moral and adorn a tale somewhat dif- 
ferent from Bentham’s. 

A “logic of will”? Yes, indeed. But Bentham’s account of “will” in relation to a 
simple pleasure-pain sense will raise only a smile today. His hedonism, correctly stated 
and correctly quoted in our modern textbooks, is used to introduce beginners in philos- 
ophy to the simpler pitfalls of a naive psychology, ethics, and logic. In place of his ex- 
tremely simple “will-to-pleasure,” we have seen more far-reaching developments: a 
“will-to-live” (Schopenhauer), a “will-to-power” (Nietzsche), what might be called a 
“‘will-to-action” (Pareto), and an élan vital (Bergson), before whose unblushing non- 
logic the simple rationalism of Bentham would feel entirely lost. Psychological and so- 
ciological research have severely limited the field within which the confident pronounce- 
ments of the logician have any status; and in the light of these findings, the appeal can 
no longer be to “everyone’s observation [introspection] and experience,’”’ but only to 
prolonged social experimentation which distrusts ideas whose only merit, perhaps, is 
that they are clear and distinct. 





BOOK REVIEWS 131 


Clarifying ideas may be an important part of the work of philosophers. But the 
technique of Locke and Hume represents the beginning, rather than the completion of 
that work. Bentham is in too much of a hurry. Modern realists will claim that he does 
not push his researches into fact far enough. Modern idealists will claim that his ideals 
are narrow in range and deficient in insight. Modern pragmatists will object to his 
readiness to substitute formal schemata for the flexibility of continuing social experi- 
mentation. In social enterprises (they will insist), formal and informal are not enemies, 
but correlatives which can work well together. Intuition has to be mixed with formal- 
ism if the judgment of the executive is to be kept alive; and for the living judgment of 
the executive (whether judge, legislator, or business leader) there is, and can be, no 
substitute. 

So much in general for Bentham and presently existing philosophy. Now for the 
editor and the quality of his achiévement. Bentham’s handwriting is difficult to read, 
especially so in microfilm. The editor is accordingly to be congratulated upon his un- 
failing persistence, courage, and determination, no less than upon his judgment in ar- 
ranging material, filling gaps, and keeping himself out of the completed picture. The 
only possible criticism is in matters of detail. 

Thus, in modernizing the spelling, many readers will feel that the editor might well 
have gone even further: printing “group” in place of the noun “groupe” passim, and 
changing the odd “hath” to “has” wherever it occurs. He might have printed “dis- 
played” for “display’d,”* “ordered” in place of “‘order’d,”* “employed” in place of 
“employ’d,’”’ “allowed” for “allow’d,’’4 “glossary” for “gloss’y,’’ and possibly “Janu- 
ary” for “Jan’y” and “Jan.’’6 

There are also a number of inconsistencies which the editor should surely have 
sought to avoid more successfully : e.g., “considered” and “consider’d,””’ “leveled” and . 
“levelled,” “referable” and “referrable,”® “comprise” and “comprize,”** “neighbor” 
and “‘neighbour,”’* “until” and “untill,” and “shown” and “shewn.”"? One reference 
reads, “In ch. xvi, ‘Division of Offences’ .... ,”"4 whereas in all other references, 
which are quite numerous, we read “Ch. 16 (Division) 

The following errata require correction: after “seen” comes a full stop, whereas it 
should be a question mark.'’ The word “celerent” should be printed “celarent’ ;* 
“word” should be “work”;'? “obstinancy” should be “obstinacy” ;** “stronger than I” 
should be “stronger than myself”; “lines” should be “line” ;*° “meri’”’ should probably 


™P. 78. 3 Pp. 92 and 311. SP. 255, n. 10. 7 Pp. 322 and 312. 
*P. 80. 4P. 114 bis. 6p. 273. § Pp. 83 and 80. 
9 Pp. 112, 226, and 270; cf. pp. 72, 94 and 96. Cf. also “transferable” on p. 89, n. t. 


© Pp. 97, 98, 106, 123, and 138; cf. pp. 94, 264 bis, 313 and 314. Cf. also “comprizable” 
on p. 291 n. 


™ P. 319n bis; cf. p. 343. =P. 324. 

3 Pp. 246 and 247; cf. pp. 240 and ago. Cf. also “shew” on p. 142. 

™ P, 330, n. 10. % P. 21, middle. 

*6P. 26, middle and p. 294, bottom. Cf. correct printing on p. 340. 

17 P. 27, seven lines from botton. 

8 P. 35, in the middle of the second citation; cf. correct printing on p. 83. 
* P. 50, one-third way down the page. * P. 86, four lines down. 
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be printed “mero’’™* (as elsewhere in the text); “effected” should probably be “affect- 
ed” ;* “venditeo” should probably be “‘venditio” 3 the penultimate word “geneology” 
should probably be “genealogy” ;*4 and “‘falle” should be printed “‘fall,”*s whatever 
Bentham’s manuscript reads. In the Greek word reading “r7wsis,” the fourth letter 
should not be printed ‘‘s,” but “c.””*6 A similar sigma should be printed in place of the 
tau in“rurrw re,” which should read “.. . . c¢,”’ and “‘diAew re” should read “. . . . o€.””"7 
The comma after the last “ce,” just before “amo,”’ should be in the proper place for 
commas, i.e., on the line and slightly below it, not above it. The sentence beginning 
“But let it say let no one kill his father here there is . . . .”** really needs to be properly 
punctuated, in spite of the editor’s hesitation to correct his author’s idea of punctu- 
ation. 

Furthermore, “principium’’ should probably be printed “‘principem,”’ as it is else- 
where in the text;*? “articles then one” should be “articles than one” ;3* “Topic. Iv” 
should be “Topic. IV”; “mumerous” should be “numerous” ;# and should not “‘dicso- 
dotic” be printed “‘dicaodotic” or “dicaeodotic’”’?s? In addition “actium agere’”’ should 
be printed “‘actwm agere” ;+4 and should not “epirogastic” read “‘epergastic”’?55 And would 
it do any harm to the author’s intentions, if the proper breathing were added to the 
two Greek words? Should not “Reglements” have an acute accent on its first “e”?9 
Finally, “chastity” should be followed, not by a full stop, but by a question mark;37 
“species infima” should be printed “species infimae’’;}* and should not the second 
“right” commence with a capital “‘R’’?3* And “such and one” should read “such a 
one” or “such an one,” and in the penultimate line “is” should be “in.” 

One further trap for editors. Bentham’s manuscript shows a carelessness in two 
ways which ordinarily call for the editorial hand. Writing analytically, he enumerates 
his points “1....2....3....,” but sometimes changes over from figures to 
words.* Sometimes he changes over from words to figures;* and occasionally he puts 
in a “2.” but omits what should be the preceding “1.” Several other instances of care- 


* P. 93, middle. *3 P. 106, seven lines from the bottom of the note. 
=P. 97, middle. “PP. 117. 
*s P. 130, four lines from the bottom of the note. 


*6 P. 130, three lines from the bottom of the note. This sigma is correctly printed elsewhere 
in the text. 


*7P. 125, n. 12. 4 P. 185, two-thirds down the page. 

** P. 135, nine lines from the bottom. % P. 229, middle of note. 

* P. 147, middle and in the index. 3° P. 242, four lines from the bottom of the note. 
3° P. 159, four lines from the bottom. +7 P. 252, one-third down page. 

* P. 161, last line. #* P. 262, middle; cf. p. 265 for correct printing. 
» P. 164, middle. » P. 274, sixth line. 

33 P. 169, four lines from bottom of text. 4° P. 310, seventh line. 


- 74, below middle, “investitive power of the 2d order . . . . investitive powers of the 
” See p. 69, one-third down in n. 1, “1.... 
The same note also has “1... .2....3.... r 
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pr wagreast yosemite manesg wl ret seyret Shc. I. Se ee 
the way of . . 43 and “. . . . several respects: 1. in respect of . . CeGisTis 

44 Occasionally ember should be utilized in place of “Next. ms Purthornieee, 
the text should be corrected to read “. . . . duty will either be 1. a duty of forbear- 
ance... .or 2. & duty. of performance’.’: :.%;@ andthe “2.” has been omitted in 
‘*, ... distinguished into 1. barren, or 2. productive.”’*? Finally, in the sequence be- 
ginning “In the second place . . . . In the third place . . . . In the fourth place,” there 
is no “In the first place.’’#* The editor has corrected these mistakes of Bentham’s in 
so far as his analytic numbering affects very large sections, such as whole chapters. 
But would it be considered as contrary to the author’s intention, to expect the ates 
to check up on these smaller instances of the same error? 

Tin tocund casslemelé: ft deutasntgy tite tadanalte:stutyeetdndeal! va 
Bentham writes, here and there he notes—recollecting that he has treated the subject 
at length elsewhere—something like “Cf. Ch. Actions,” intending, doubtless, to verify 
the reference when passing the work through the press, if not earlier. The editor has, 
in a number of cases, printed the correct reference, and readers will be duly grateful. 
But could he not, without going to too much trouble, have done it in all instances?” 
Finally, would it not be better to print the reference “Ch. 7 (Actions) 22... .”5* so 
as to bring it into conformity, not merely with the final line of the immediately pre- 
ceding note, but with all similar references in the book? What is actually printed, i.e., 
“Ch. VII (Acts) XXII . . . .” is in rather startling contrast with all other references of 
the sort. 

The Index is useful, but “Lettre de cachet” should add the important reference 262. 

It may be thought that the above detailed criticisms of the editor’s performance of 
his task affect only minutiae. And so they do. But is not an editor’s work mostly con- 
cerned precisely with such minutiae? It is because the reviewer is convinced of the im- 
portance of this publication of a classic, and because he realizes that the editor’s text 
will be the basis of all subsequent editions, that he ventures to suggest that the editor 
would do well to have the Columbia University Press print a full list of errata as soon as 
possible, and have it inserted in all possible copies of the work. 

Rupert C. Lopce* 


Judicial Decision and Practical Judgment. By Morris Gall. New York: King’s Crown 

Press, 1946. Pp. 99. $1.50. 

Despite the ponderous tome which its title suggests, Juaicial Decision and Practical 
Judgment is a ninety-two-page booklet, published in a paper-back, inexpensive edition 
by the King’s Crown Press, which is a division of Columbia University organized for 
the purpose of making certain scholarly material available at a minimum cost. This 
book is directed primarily toward educators and not lawyers. To the educator it may 
bring a significant proposal for revising present methods of teaching students how to 

4 P. 103, middle, 4*P, 312, nine lines from bottom. 

“4 P. 104, fourth line. 47 P, 317, middle, 

45 P. 110, first word in first two paragraphs. # Pp. 331-33. 

4 Pp. 140, D. 4; 149, N. 13; 184, n. 2; 185, n. 6; and 226, n. 5 (2). 

© P. 1310.6. * University of Manitoba. 
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think. To the lawyer the book will seem largely a collection of pronouncements culled 
from respectable juridical writings without much additional contribution from the 
author. However, the project which this book undertakes is too fundamental and of too 
great a magnitude for the short treatment which this book affords. It should be con- 
sidered both more intensively and on a broader scale. 

The writing of this book derives from the fact that citizens in a democracy are con- 
tinuously faced with the necessity of deciding political and other problems and of 
choosing one course of action in preference to another. This process of selection is de- 
fined by Mr. Gall as the process of making a practical judgment. Because so many 
people are untrained in the art of making such judgments intelligently, and because 
so many such judgments are unwisely made, Mr. Gall’s book seeks to set forth a 
method of improving the art of making practical judgments. 

Mr. Gall states that the art of making practical judgments is best exemplified and 
most clearly expounded in appellate court decisions. Therefore, he reasons that it 
would be of great benefit to every citizen to become acquainted with appellate court 
decisions and with the art of deciding as described in such decisions; it would simi- 
larly be desirable to acquaint citizens with some of the attendant legal literature. These 
decisions and this literature would thus provide guidance for the average citizen in the 
art of making practical judgments. Consequently Mr. Gall considers, at some length, 
the nature of appellate judgments and discusses many of the factors which influence 
judges in arriving at their decisions. He discusses the current trend toward realism in . 
jurisprudence and touches upon many of the considerations of an environmental, 
psychological, social, and economic nature which influence judgments, apart from the 
bare words of a statute or a precedent. He also considers briefly some of the problems 
of ascertainment of fact which are prerequisite to the making of a judgment, and some 
of the standards for determining whether a decision is well or badly made. Mr. Gall 
maintains that the primary criterion for testing the merit of a judgment is the em- 
pirical one of its adequacy, which he defines as “the volume of assent it attains in the 
fullness of time among those affected by and interested in it.” 

After his outline of general considerations, the author turns to a eulogy of Mr. 
Justice Holmes whom he regards as the pre-eminent example of a judge who has done 
well and wisely in his assigned task of rendering practical judgments. Mr. Gall presents 
a résumé of the life of Mr. Justice Holmes and analyzes a large number of his judicial 

The book then concludes with a statement of some of the implications for education 
in a democracy of Mr. Gall’s thesis that appellate judgments are our best example of 
the articulate art of deciding a wise course of action. He states that “Education for 
competence in practical judgment means a conscious endeavor to build in our students 
a judicial temperament by the slow cumulative process of directed growth.” As a 
method of obtaining such judicial temperament, he suggests that students in our 
schools should study cases in simplified form so that they can become acquainted with 
the essential problems confronting a citizen in a democracy and the judicial manner of 
deciding the controversy so presented. He states that “A direct knowledge of the prob- 
lems confronting our highest tribunals, an analysis of the conflicting interests and social 
values involved, and a sensitiveness to the principles and methods applied by the 
judiciary in resolving these controversies would mean working with classic illustrations 
of the fine art of practical judgment as practised in the most expert and highly institu- 
tionalized form available to us.” 
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It would undoubtedly be of immense value if some incisive observer were able to 
make a revealing analysis of the process by which facts and values were weighed in 
making practical judgments and were able to suggest improvements in the art of prac- 
tical judgment. However, this book fails in the task which the author has undertaken. 
The book is, unfortunately, constructed in too large a part by the “scissors and paste 
pot” method of compiling quotations from a great number of prominent authors with- 
out adequately correlating them into a well-constructed, cohesive whole. Too large a 
portion of the book is devoted to the adulation of Mr. Justice Holmes and to a mere 
recital of the facts of his well-known cases. In fact, Mr. Gall fails to extract from any of 
the judicial decisions which are considered, or referred to, in his book any direct sug- 
gestions for the improvement of the art of making a sound decision in the ordinary 
affairs Of daily life. 

Mr. Gall is probably quite sound in assuming that an acquaintance with some legal 
decisions and literature would be very illuminating to a large number of people. 
Whether or not it would be sufficient to make them more sophisticated and effective 
with respect to the processes which they follow in reaching ordinary decisions is some- 
thing that remains to be proved. It would seem relevant, for example, to include some 
evidence in this type of book to establish that the lawyer, by virtue of his education, 
acts in a more informed and enlightened way in reaching a practical judgment than 
does the average citizen. It would also seem important to include some more extensive 
consideration of the relation between ethical requirements and the making of practical 
judgments than this book contains. Students of philosophy will probably also think 
that some greater consideration should also be given to the distinction between the 
making of theoretical judgments and practical judgments. 

Mr. Gall has suggested an interesting and provocative thesis; unfortunately he has 
not contributed a great deal to demonstrating its utility or exploring its ramifications. 
Perhaps some other examiner into this subject will present a more fruitful considera- 
tion of its possibilities in some future book. 







































































STANLEY A. KAPLAN* 























e 
Ss Political Reconstruction. By Karl Loewenstein. New York: The Macmillan Co., 1946. 
al Pp. xii, 498. $4.00. 

This book, to quote the author’s preface, “has one central thesis; namely that the 
m right of every nation to choose the form of government it pleases, now enshrined in the 
of Atlantic Charter,’ is the safest way to World War III.” The liberal doctrine of non- 
or interference in the political institutions of a foreign state was one thing in the early 
its nineteenth century, when the drift was toward democracy and when intervention came 
8 from the side of the Holy Alliance; lately, however, its tolerant shelter has proved con- 
at genial to dictatorships, fifth columns, and puppet regimes. “No nation after this war— 
ith least of all, the defeated Axis states and their satellites—must be permitted to choose 
2 a form of government which fails to conform to political democracy. . . . . 3 “A Demo- 
‘ial * Member of the Illinois Bar. 
the ' “Third, they respect the right of all peoples to choose the form of government under which 


they will live; and they wish to see sovereign rights and self-government restored to those 
who have been forcibly deprived of them. .. . . 


2 P. viii. 
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cratic International is the only guarantee of political reconstruction, which, in turn, 
will be lasting only if guided by the Categorical Imperative of Political Democracy.” 

Professor Loewenstein is a man of accurate learning and extensive observation ; his 
argument is tightly-jointed. He understands the course by which dictatorships make 
their way to power and develops his conclusions with a powerful philosophy. If one 
would evade by saying that his scheme for imposing “democratic legitimacy”’ is im- 
practicable, that events in the year and a half since the book was completed have not 
obeyed its precepts, the author has anticipated all that: “Frankly, I do not expect my 
suggestions to have any effect after this war. Perhaps in one hundred or in three 
hundred years”’ this “basic prerequisite of world peace”’ will have attained acceptance.’ 

The argument of the book advances by five stages. The first object is to convince the 
mind that it is neither necessary nor wise for the international community to maintain 
an attitude of unconcern toward domestic violence and oppression in any country. 
“The Form of Government” goes on to lay down the “nuclear demands of political 
democracy”—the essential features of any government worthy of acceptance into the 
society of free nations. It is evident that the Soviet system does not pass muster. 
“De Monarchia, Model 1945” discusses European monarchy, a subject which to many 
Americans might seem as remote as Graustark and Ruritania. Yet who conversant 
with the facts can doubt that the recent maneuverings of Umberto and George II of 
Greece have affected adversely the repose of Europe and hence of the world? “The 
‘Choice’ of the Form of Government” discusses with rare insight the ways of provision- 
al governments and resistance movements and the finesse of plebiscites and referenda. 
In the anxious undertaking of restoring democratic processes after the fascist paralysis 
there are so many ways to do the wrong thing! The book concludes with a call to ac- 
cept “The Democratic Imperative of Political Reconstruction.” Thenations which have 
won the right to reorder the world should exploit their victory in grim earnest. An 
international bill of rights should be proclaimed and enforced. And the peoples whose 
madness brought the world so near to ruin should undergo a long course of reform and 
probation. “Repentance, this time, should come before forgiveness. Political tutelage, 
or whatever name be given to Germany’s loss of the right of self-rule, is the keystone of 
world security.” 

As the instrument for administering this tutelage Dr. Loewenstein proposes an 
Inter-Allied Political Control Commission representing the four great powers and those 
members of the United Nations which border on the state to be controlled. The execu- 
tive agent of the IPCC would be a Constitutional Commissioner, supported by an 
international staff of specialists. The control would last for years, a decade or longer, 
and at the start would be very energetic. As the ward grew in democratic strength the 
restraining hand of the guardian would become more gentle. The reviewer is inclined to 
believe that Dr. Loewenstein is unduly sanguine about the Inter-Allied Commission as 
an instrument of permanent regeneration. During hostilities allied control was ex- 
ercised—with considerable success, all things considered—in the Mediterranean and 
European theaters, as a combined civil affairs operation of the British and the Ameri- 
cans. Their national objectives were generally reconcilable through the Combined 
Chiefs of Staff in Washington. But in Greece, it will be remembered, the British had to 


4P. 370. 
5 Pp. 402-3. *P. 356. 
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go it alone. It even proved possible to bring the French into this system of control with 
respect to Elba and their sector in the assault upon Western Europe. But when the 
Western allies and the Soviet Government made contact in Germany and the Balkans, 
it was evidently out of the question to establish unified secretariats to administer allied 
control. In the Balkan areas the Soviet authorities seem to have brooked no interfer- 
ence, even as the British and Americans had acted pretty much on their own in the 
Allied Control Council for Italy. Germany, on which all four governments had a hold, 
was given a quadripartite Control Council; but this really consists of four separate 
secretariats, each controlling its own zone, with a fragile bond tying them for common 
counsel at the center. As the hopeful American participants say in effect, We must 
make this thing work, for this is the great test of our ability to get on with the Russ- 
kies! But the scheme is more to be admired as an experience in working with Soviet 
authorities than as an exercise in enlightening the Germans. The American Govern- 
ment has sent many very able men—Dr. Loewenstein among them—to share in these 
efforts at allied control; but the possibilities of imposing permanent democratic reforms 
by the hand of alien governors are believed to be less promising than the book concedes. 
Dr. Loewenstein says candidly that “‘it is well realized that the condition for successful 
operation of the IPCC is continued unity of purpose among the Western powers and 
the Soviets. If they should fall apart the entire system of European reconstruction 
would fall.” 

The remark just quoted illustrates the one aspect of the problem—and it is a very 
great one—which Dr. Loewenstein declined to explore. Where do the Soviets come in? 
Their institutions do not meet the “nuclear demands.” It may be possible to attain a 
wide acceptance of an international bill of rights; certainly the Roman Catholic na- 
tions would generally subscribe to that affirmation of the dignity of the human being, 
even if they proved touchy about accepting intervention to redress a breach. But the 
Soviets will not accept that formulation of ultimate political values. The Soviet bloc at 
the moment stands pre-eminent in urging that the United Nations get tough with the 
authoritarian regimes which Dr. Loewenstein would put at the top of the blacklist; 
yet some nations which hold membership in the democratic society would support a 
demand that somebody (else) stop the Russians. The author has responded “no com- 
ment” to this problem, save that “speculation should be left to the radio commenta- 
tors” and that “politics is the art of the possible.”? The outcome to be hoped for is that 
those who maintain the respective systems, democratic and Soviet, may find a basis of 
mutual forbearance while the ultimate values in their diverse institutions are being 
worked out by a slow and peaceful process of trial and observation and eventual ac- 
ceptance or rejection by the choice of free people. (Since the Soviets are the newcomers 
to the society of nations, self-conscious and—not entirely without reason—inordinate- 
ly suspicious, it is proper for the established democracies to make doubly sure of the 
purity of their own purposes, and then to make a sincere effort to find a common 
ground with the puzzling strangers.) Even if the so-called United Nations are as yet 
far from agreement on the essentials of a “good” form of government, at any rate they 
know some kinds that are “bad,” and they recently endured in common the agony of 
bringing the worst of them to unconditional defeat. Dr. Loewenstein agrees that a 
spirit of understanding between the American, the British and the Soviet nations is a 
prerequisite to the political reconstruction he seeks: 


*P. 396. 
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Under no circumstances must ideological differences make us forget the fact that the 


United States has fewer points of friction with Russia than with any other great power on this 
narrow globe. Both nations are self-contained—both, vigorous and ambitious peoples devoted 
to technological progress. If our relations are not disturbed by our differing ideologies, the 
three-cornered guardianship will provide the breathing spell which the world needs for finding 
its equilibrium.* 


CHARLES FarRMAN* 


A Cartel Policy for the United Nations. Edited by Corwin D. Edwards. New York: 

Columbia University Press, 1945. Pp. vii, 124. $1.25. 

A more appropriate title for this booklet would be: “Cartels—How bad they are 
and how to destroy them.” 

Where the title of the book would lead one to expect an evaluation of cartels, we 
find instead a collection of articles—otherwise excellent and well written—all based 
upon one premise: Cartels are evil and must be destroyed if at all possible. The book 
has a decidedly pessimistic note. Ben W. Lewis cries out almost in desperation: ‘“The 
cartel problem will be with us always. We shall not see the time when it will be safe for 
us to loosen our grip and turn our backs” (p. 28). The hopelessness of the task in no 
way affects his conviction that the noble fight must be continued, for he says: “Even 
those persons who can find some positive good in moderate cartel programs carefully 
supervised by public authority cannot afford now to aim for less than the complete 
elimination of private cartels in international trade” (p. 46). One cannot but admire 
Lewis’ frank statement: “I do not like them in time of war or in time of peace,” but 
“those persons” to whom he refers would not therefore accept his interpretation of their 
attitude. 

It is not usual to find such unanimity of opinion among five authors dealing with 
different aspects of the same problem. This harmony of thought is easily accounted for. 
All the authors are convinced that the salvation of the world must be sought in free 
and effective competition. Starting from that assumption, the argument proceeds with 
little difficulty. Seen through these glasses, Fritz Machlup with inescapable logic says: 
“The disadvantages of cartels are self-evidence from the very definition: They reduce 
competition ....” (p. 12). 

Unfortunately there creeps in a note of inconsistency. For Lewis speaks of “‘a world 
that needs more, and more regular, production, better directed” (p. 26). While there is 
room for disagreement with the first part of this statement that what we need is more 
and more, the argument defeats itself by calling for a “better directed” production. 
This is indeed the crux of the whole matter. 

Continued reference to Mr. Berge’s thesis that cartels are evil because they will 
destroy “‘our free economic system,” rejuvenates the basic premise throughout the 
book. The unprejudiced reader, however, cannot but wonder how this typically Ameri- 
can point of view will be received abroad where cartels are not looked upon with the 
same horror. The gospel that all our economic problems will be solved by a benevolent 
Providence—once we do nothing to solve them—comes with poor authority from a 
country which has drifted into near chaos as the result of a lack of planning for the 
difficult reconversion period. 

*P. 397. 

* Professor and Executive Head, Department of Political Science, Stanford University. 
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But the authors are not discouraged. They started with the conviction that cartels 
must be destroyed and this conviction they never abandon. It simplifies their problem. 
An international policy to deal with cartels now becomes simply a program “against 
cartels”’ (p. 98). In the excellent discussion of the policies of other countries in dealing 
with cartels, Corwin D. Edwards correctly makes a distinction between “commodities 
produced by many small undertakings” and other commodities produced under dif- 
ferent conditions. He admits that government controls may be ‘“‘justified’”’ in such 
cases (p. 115). He goes so far as to admit the desirability of “temporary restrictions” 
and even admits that “there may be advantages in making the scope of such programs 
international” (p. 115). He does not, however, make it clear why such controls may be 
justified in the case of “agricultural commodities” but not in the case of other com- 
modities. Neither is it clear why such “governmental control” cannot be delegated to 
private agencies controlled and supervised by the government without changing these 
benevolent controls into malicious controls. 

Theodore J. Kreps strikes a somewhat less disturbing note when he calls attention 
to the fact that “cartels are not necessarily safe from outside competition” (p. 71), and 
that “the fraction of world trade controlled by international cartels remained relatively 
small” (p. 72). He does introduce, however, a painful note when he says: “Most effec- 
tive of all would be the lowering of our tariff barriers.” 

Here we have an unconscious admission of one of the most important reasons for 
the existence of cartels. We may overlook his rather startling statement that the second 
World War was fought “‘against cartelism, fascism, and other forms of economic and 
political regimentation.” This statement is difficult to harmonize with the fact that 
cartels were encouraged in Great Britain and in other non-Axis countries as Robert P. 
Terrill points out. It also conflicts with the undoubtedly correct statement of Terrill 
that “There is, however, one important caveat to be emphasized, namely, that the 
problem of restrictive agreements and practices in internationa] trade should not be 
identified or confused with the Nazi revolution and its consequences, even though the 
Nazis did derive benefits from such cartel arrangements” (p. 62). 

The European countries are faced with economic problems which can be solved 
only through effective controls, governmental or private—the book will confirm their 
fear for the economic power of the United States. 

“We have a very substantial stake in the postwar world, and we are in a position, 
quite legitimately and without apology either to our neighbors or to posterity, to use 
our strength and our resources to make the world what we would like it to be.” Thus 
says Lewis on page 45. 

Other countries have had notice served upon them again and again of the “deter- 
mination on the part of the government of the United States to do its utmost both to 
break down and keep down governmental barriers to world trade”’ (p. 32), but in view 
of the high protective tariff of the United States which has become a tradition in this 
country, such a statement will not be received with enthusiasm. Quite legitimately the 
question will be raised abroad whether this unhampered world trade means unham- 
pered trade for the United States to the exclusion of other countries. 

Abroad there exists a general conviction that where controls are desperately needed 
during the postwar period in the European countries, the United States “can afford an 
international competition policy and does not need to seek support from cartels” (p. 
155). But how about the devastated countries? 
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Undoubtedly statesmen abroad will be glad to hear that “we can create better and 
certainly more reliable instruments of control than these” (p. 37), but they would like 
to know what they are. Until they have been allowed to learn what these better meth- 
ods are they will probably continue to use the methods they have thus far employed, 
although conscious of their inadequacies. 

J. Anton pe Haas* 


International Law Chiefly as Interpreted and Applied by the United States (2d rev. 
ed.). By Charles Cheney Hyde. Boston: Little, Brown & Co., 1945. Vol. I, 
pp. lxxvi, 822; Vol. II, pp. xvii, 855; Vol. III, pp. xv, 810. $45.00. 


Hyde’s International Law has been the standard American work on the subject for a 
generation. The author’s method of comprehensively organizing historical materials, 
subjecting them to critical examination, and abstracting properly qualified legal state- 
ments has been familiar to users of the first edition and is not altered in the present 
volumes, although the intervention of twenty-three turbulent years has changed the 
weight of evidence on a number of points. 

The new edition follows the first in classification and paragraphing, with some 200 
new subordinated paragraphs discussing such subjects as the status of individuals un- 
der international law, mandates, international cooperation, recognition, the Monroe 
Doctrine, Polar Regions, self-determination, waterways, aviation, radio, nationality of 
women, interpretation of treaties, the right to make war, blockade, neutral obligations, 
and the international organization of peace. 

Concerning the latter the author added a significant section at the end of the vol- 
ume in September, 1944, after the rest of the book had gone to press. In this he em- 
phasizes the lessons of two world wars, that the waging of war by powerful belligerents 
“is absolutely incompatible with the welfare of the several members of the internation- 
al society whatever be their relation to the existing conflict” and “that by no means 
short of organized intervention will states bent on achieving their ends by the sword 
be deterred from so doing.”* The United Nations in its provisions for intervention 
against aggressors is thus endorsed. 

Professor Hyde recognizes in principle that “‘if flagrant and persistent violation of 
commonly acknowledged obligations that spring from basic principles are looked upon 
with indifference and are permitted to become the means of enabling the wrong-doer 
to acquire and demand respect for the fruits of internationally illegal conduct, the law 
of nations must lose its grip.”* It is surprising that he does not apply this principle to 
the legal situation during a war of aggression. Hyde considers the Stimson Doctrine, 
which applies this principle to the aggressor’s conquests, “merely a declaration of 
policy,” and he seeks to justify American departures from traditional neutral duties in 
the destroyer deal of 1940 and the Lend-Lease Act of 1941 on grounds of self-defense 
rather than on the ground that a State cannot acquire the benefits of neutral privilege 
as a fruit of its illegal acts of aggression. 

In a foreword to the present edition, Professor Hyde clearly sets forth his theory of 
international law. International law is the statement of conduct which may be ex- 
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pected of States. “How fantastic and unscientific,” he writes, “are statements or con- 
clusions which ignore such expectations or probabilities; and how unconvincing it is to 
the layman to hear proclaimed as the law rules which States under certain well-defined 
circumstances may be expected habitually to ignore. Such proclamations suggestive of 
preachments concerning what States should or should not do, shed little light on what 
they may at the time accept as correct standards of conduct to be respected as such.”’s 
Nevertheless, Professor Hyde recognizes that expectations are to be discovered from 
sound appreciation of future needs of States no less than from analyses of their past 
behavior. He is a “positivist” in the sense that he regards international law as what is, 
not what ought to be, and in the sense that he puts actual expectations ahead of logical 
deductions from asserted principles. Like Charles Peirce, however, he recognizes that 
future possibilities and general principles may be realities no less than actual happen- 

ings. Therefore, he does not deny that moral opinions widely prevalent and logical 
consistencies apparent to all are bound to influence behavior as long as man remains a 
social and rational animal and, therefore, must be considered in formulating expecta- 

tions of behavior. Perhaps, therefore, Hyde should be described as a “Grotian” rather 
than as either a “positivist” or a “naturalist.” The practice of States, the consent of 
States, the moral principles of civilization, and the conditions of the world community 
all have to be considered and weighed with the object of judging how the bulk of States 
now and in the immediate future may be expected to act. 

While this “Grotian” view of the law, stated in the foreword, corresponds to Hyde’s 
consistent weighing of considerations in his text, his formal statement of the sources of 
international law in the initial chapter, differing little from that in the first edition, is 
less eclectic. There international law is defined as “‘the principles and rules of conduct 
declaratory thereof which states feel themselves bound to observe, and, therefore, do 
commonly observe in their relations with each other.’* Custom and treaties are em- 
phasized as the sources of international law and no mention is made of “general prin- 
ciples of law” referred to in the Statute of the International Court of Justice. Juristic 
analysis and judicial precedents, also mentioned in that instrument, are relegated to a 
secondary position.” 

Hyde writes of international law as applied by the United States, but he does not 
imply that there is an American international law different from others. International 
law in his opinion is universal, and he recognizes that the United States has so regarded 
it. His approach is very different from that of writers on “American international law,” 
“Soviet international law,” or “Nazi international law.” Such discussions assume that 
great areas of the world have recognized rules of international law different from those 
applicable in other great areas. Hyde, on the other hand, treats international law as 
including only those rules binding substantially all states. Treaties may be evidence of 
such rules, but in themselves treaties are contracts between the parties. He considers 
international law superior to municipal law in principle even though this superiority 
may not be enforceable by national courts.*On the whole he is optimistic though 
he completed his treatise in the midst of world war. Better enforcement and better law, 
he believes, “‘are within the reach of the States which today seek to maintain inter- 
national law. Because they are, there is a basis for the expectation that the growth 
rather than the diminution of respect for that law may be anticipated.” 

While Hyde’s philosophy of international law indicates careful and mature thought, 
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his book will be sought primarily as a reference by those who wish to find what the law 
is on a particular point. For this purpose, the elaborate table of contents and index 
will be of service, and the excellence and completeness of the discussion of every point 
will assure many users. 

Quincy WricHt* 


The Faith of a Liberal. By Morris R. Cohen. New York: Henry Holt & Co., 1946. 

Pp. 471. $3.75. 

Unless the reader is already familiar with Mr. Cohen’s meanings for the words 
faith and liberal, the depth, richness, and delight of this collection of his essays cannot 
altogether be anticipated from its title. The collection consists of some fifty-five papers 
varying in length from two to thirty pages and varying in subject matter sufficiently 
to suggest the range of Mr. Cohen’s mind and interests. All but four of the pieces have 
been published before but in widely scattered places over the past thirty years, and it 
is in the nature of a public service to have had them collected here for us. 

There is enough of law here for those who would insist on an intimate connection 
with their special field. Thus, we have memorial essays on Cardozo, Brandeis, and 
Holmes, who is a particular hero of Mr. Cohen; we have a study in constitutional law; 
some remarks on the Sacco-Vanzetti case; a legally sophisticated analysis of the 
Bertrand Russell case; and, of course, the effective review of Mr. Arnold’s Folklore of 
Capitalism. 

But, like the title, such an enumeration does not do justice to the catholicity of Mr. 
Cohen’s interests. It is sometimes said that a good book is really a conversation be- 
tween author and reader. That, I think, goes to the root of the appeal of this book; it 
is simply mellow, wise, generally wonderful conversation. And it is conversation which 
lights up corners of human interest from the technical difficulties of Spinoza’s concep- 
tion of God to debunking the Magna Charta; from the dilemma of philosophy in the 
modern curriculum to whether one should turn Communist; from the weaknesses of 
Frazer’s anthropology to baseball. In fact there is everything here but a special the- 
ory of Hamlet and even on that score we are reminded: “That men’s thoughtless or im- 
pulsive acts are always wiser than their reasoned conduct is hardly shown, even in the 
case of Hamlet.” 

It is Spinoza with his serenity and his intellectual love of God who appears on these 
pages as Mr. Cohen’s chief hero, and liberalism for Mr. Cohen appears as the quality 
of mind of the Spinozas and Socrates. Mr. Cohen, too, is throughout an intellectual 
gadfly, consistently and delightedly stinging us out of our complacent generalizations, 
whether from law, economics, metaphysics, art, or biology. It is of Mr. Cohen’s liberal- 
ism to remind us repéatedly of the pathetic and permanent finitude of human:knowl- 
edge and of the infinitude of human ignorance and yet to insist that the seeking of 
rational explanations is one of the best businesses for man. And again it is liberalism in 
his sense to face frankly the considerable and permanent amount of evil in human life 
and yet to retain and to inspire a zest for living. We may perhaps suspect by this time 
that liberalism for Mr. Cohen has become, in effect, wisdom, and wisdom, ‘“‘as Sophocles 
said long ago, is a major part of happiness.” 

A special word about the wit which seems an integral part of the wisdom. We are 
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enriched with the old Chinese proverb that the first result of any war is that the 
adversaries exchange vices, and reminded of the man who wanted to unite Heaven and 
Hell by combining the best features of each. To the suggestion that all this intellectual 
activity is perhaps unnecessary since some men attain bliss through ignorance, “we 
reply that success in a lottery is no argument for lotteries.” And we are reminded of 
Hegel, while the Battle of Jena was raging on his doorstep, writing his Phenomenology 
which “for good or evil will last for many years.” We are told that “after all, the useful 
has no intrinsic value.” And in an essay written in 1919 on philosophy in wartime: 
“And when people begin to admonish me that if everyone did as I did, etc., I answer 
that humanity would probably perish from the cold if everyone produced food, and 
would certainly starve if everyone made clothes or built houses.” 

Finally, in one of the concluding essays there is an admonition that has perhaps 
special relevance today for those in law and in the social sciences: “He who wishes 
to preach to those in the market place must see more than the market place.” 


Harry Katven, Jr.* 


The Constitution and What It Means Today. (8th ed.) By Edward S. Corwin. Prince- 
ton: Princeton University Press, 1946. Pp. 263. $2.50. 


This is the eighth edition of a book which, first published in 1920, has long been 
accepted as one of the most useful commentaries on the American Constitution. The 
last previous edition appeared in 1941. The intervening period has been overwhelming- 
ly preoccupied with the fact of war. And since, as Corwin says, in wartime “interpreta- 
tion of the Constitution falls much more largely to the political branches of the govern- 
ment than to the judiciary,” considerable attention is given in this new edition ‘to 
executive and legislative acts illustrative of the war power and suggestive of its effect 
both on private rights and constitutional structure.” 

Professor Corwin is not disposed to be too critical of wartime infringement of nor- 
mal constitutional standards. As he says, ‘Total Waris itself a highly justifying, not to 
say compulsive circumstance, in the presence of which judicial review is apt to be 
properly self-distrustful, and hence ineffective.” And so he apparently hesitates to 
criticize the Supreme Court for failing to declare illegal the army’s evacuation, of 
Japanese residents from the West Coast, though he expresses his own skepticism as to 
the necessity for such measures. He believes that the destroyer deal with England 
violated several statutes, but was sanctioned by public opinion and later congressional 
action. He disapproves of President Roosevelt’s threat on Labor Day, 1942, to disregard 
certain statutory provisions unless Congress repealed them by the following October 1, 
but adds that “any candid person must admit the possibility of conditions arising in 
which the safety of the republic would require the waiving of constitutional forms.” 
He expresses no opinion on the use of presidential seizure powers in the Montgomery 
Ward case,’ though referring to Judge Sullivan’s “informative” opinion ;* the reversal 
of this decision by the circuit court came too recently to be noted in this book. 






* Assistant Professor of Law, University of Chicago. 
* United States v. Montgomery Ward & Co., 150 F. 2d 369 (C.C.A. 7th, 1945). 


2 United States v. Montgomery Ward & Co., 58 F. Supp. 408 (IIl., 1945), reversed on 
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Apart from problems relating to the war power, major interest in the volume may 
well center on three fields singled out for special comment by Professor Corwin in his 
preface. The first is that of judicial decisions pertaining to labor. In the 1941 edition of 
this book Corwin wrote: “Constitutional law has always a central interest to guard. 
Today it appears to be that of organized labor.” The period from 1941 to 1946 has seen 
this interest further developed—in some respects too far, Corwin infers. The extension 
of freedom of speech to cover picketing, and the “substantial repeal’’ of the Sherman 
Act as applied to labor reveal the Court as adopting the role of “‘a sort of superlegisla- 
ture in the field of labor activities.” Corwin sees this trend reaching a climax in the 
recent decision in Hunt v. Crumboch,} where the Court held that the Sherman Act was 
not violated by the refusal of a labor organization to admit to membership the employees 
of ax interstate trucking company, though the actual and intended effect was to force 
the company out of business. Corwin aligns himself with Jackson’s biting dissent in this 
case, a dissent in which the late Chief Justice and Justice Frankfurter joined. Corwin 
considers, however, that the claim of these two latter justices ‘‘on one’s sympathy is 
not great,” considering that they helped initiate the present trend by authoring the 
Apex‘ and Hutcheson’ cases, respectively. 

Corwin is equally critical of the Court’s tendencies in a second field of considerable 
interest—the freedom of religion cases arising chiefly out of the fanatic zeal of Je- 
hovah’s Witnesses. The decisions in several of these cases Corwin regards as obvious 
departures from “common sense and common law.” He refers to the “erratic” record 
of the Court in its quick reversal of the Gobitis* and Opelika’ decisions. He believes that 
the Supreme Court has not thought these new aspects of the religious freedom issue 
through, and speculates that perhaps the Court’s curious disposition of the Ballerd* 
case, involving prosecution of the head of the “I Am” cult for mail fraud, was a “stall” 
to permit the Court “to set its thinking on the general problem of religious liberty in 
better order, something very much needed.” As for himself, Corwin is quite clear that 
“the right of people to resort to their own places of worship-and listen to their chosen 
teachers” does not stand on “a constitutional level with the right of religious en- 
thusiasts to solicit funds and peddle their doctrinal wares in the streets, to ring door- 
bells and disturb householders, and to accost passersby and insult them in their re- 
ligious beliefs.” 

In a third field of recent activity, involving decisions where the Court has defended 
“the principles of fair trial, fair play, and equality before the law in behalf especially of 
persons of color,” Corwin is in the happier position of having little but praise for the 
Court. He singles out the extremely important Screws® civil rights case and the Steele™* 

3325 U.S. 821 (1945). 

¢ Apex Hosiery Co. v. Leader, 310 U.S. 469 (1940). 

5 United States v. Hutcheson, 312 U.S. 219 (1941). 

§ Minersville School District v. Gobitis, 310 U.S. 586 (1940). 

7 Jones v. Opelika, 316 U.S. 584 (1942), reversed on rehearing, 318 U.S. 103 (1943). 

* United States v. Ballard, 322 U.S. 78 (1944). 
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case invalidating a collective bargaining agreement against Negro firemen as decisions 
in which “the Court appears in its best light and its great powers find their real 
vindication in terms of democratic ideals.” 

Naturally, not every student of the Constitution will agree with all of Professor 
Corwin’s appraisals or conclusions. His judgment that the Supreme Court’s 1937 poll 
tax decision “‘logically settles” the validity of that tax overlooks some important ques- 
tions. President Roosevelt’s conclusion that the legislative purge of Messrs. Lovett, 
Watson, and Dodd from the federal payroll by an appropriation act rider constituted a 
“bill of attainder,” Corwin regards as of “doubtful propriety”; but the U.S. Court of 
Claims has already upheld Mr. Roosevelt and overruled Mr. Corwin on this point. 
Nor will the author find unanimity for his belief that Congress “obviously” has au- 
thority to recover power delegated to the President, by means of a concurrent resolu- 
tion taking effect without the President’s signature. And one may wonder what purpose 
is served by the footnote reference to Justice Byrnes as one “who at the moment occu- 
pied a seat on the Court.”’ Surely the action of Byrnes in resigning from the Court after 
one year to take on almost the heaviest wartime responsibilities assumed by any 
civilian merits no such derogatory reference. 

The book is, of course, practically irreproachable in its accuracy on matters of fact. 
However, the Securities and Exchange Commission was not created by the Securities 
Act of 1933, but by the Securities Exchange Act of 1934. The “Hot Oil” cases™ were 
decided in 1935, not 1934. The date of the Darby” decision is given in one reference as 
1937 instead of 1941. A check of the list of cases reveals that it is not infallible. 

This reviewer has concentrated upon the more controversial aspects of the book 
because of their greater contemporary interest, and because most readers are familiar 
with the earlier editions. To zedress any unintended distortion resulting from this em- 
phasis, the reviewer wishes to state clearly that this work offers probably the most fair- 
minded, understandable, and generally useful discussion of the Constitution available. 
Corwin understands the basic role of the Supreme Court in constitutional interpreta- 
tion, and if he finds it necessary to criticize tendencies of the present Court, he does it 
calmly and urbanely, without loss of historical perspective. When the Court makes a 
stupid decision, as in the second Williams ». North Carolina" divorce case, Corwin 
merely notes that the Court can hardly “make much permanent headway” in that 
direction. And while he disagrees with the present pro labor emphasis on the Court, he 
can explain it by comparing “these decisions with those in which a generation ago the 
Court thrust forward the ‘due process’ clause as a shield and buckler of the right of 
employers to the unrestricted use of their economic superiority in bargaining with 
labor, for thus is illustrated the political quality, in a broad sense, with which much of 
constitutional law has always been infused and probably will always be.” 


C. Herman Parrcuett* 
** Panama Refining Co. v. Ryan, 293 U.S. 388 (1935). 
™ United States v. Darby, 312 U.S. 100 (1941). 
13345 U.S. 226 (1945). 
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The Chinese Constitution: A Study of Forty Years of Constitution-making in China. 
By Pan Wei-Tung. (The Catholic University of America, Studies in Politics, Gov- 
ernment and International Law, Vol. III.) Washington: The Catholic University of 
America Press, 1945. Pp. xi, 327. $3.50. 


Doctor Pan’s study consists mainly of a brief history of the modern constitutions of 
China," followed by a series of appendixes which contain the various drafts of prin- 
ciples of constitution, draft constitutions and the organic laws under which the Na- 
tional Government of the Republic has operated,? a bibliography,’ and an index. 

Chapter i, “Early Constitutional Movements,” begins with a very brief account of 
foreign aggression in the nineteenth century and some slight reference to the ideas of 
constitutional reform prior to 1904-5. No attempt is made by reference or descrip- 
tion to acquaint the reader with the old forms of government which prevailed in China 
up to the Revolution of 1911. The real beginning of the essay is an account of the pre- 
liminary moves toward a constitution for China which were made during the last few 
years of the Manchu regime. Two outlines of constitutional principles were drafted 
during those years. 

The “Principles of Constitution” was submitted to the Imperial Government by a 
special commission in 1908. After a program leading to constitutional monarchy had 
been started but was coming to an end with the outbreak of revolution in October, 
1911, a draft of “Nineteen Articles” was promulgated in November of that year. This 
statement of an intention to shift to a constitutional monarchy came too late. The 
revolutionists were already formally instituting a new regime. 

The first statement of governmental organization drawn up by the revolutionists 
was a “General Plan” for the organization of a provisional government in October, 
1911. Under this plan the military governors appointed members of a council of rep- 
resentatives. The latter in turn drew up the “Provisional Constitution of March, 1912.” 
In that document, as in most of those of the first years of the Republic, the constitu- 
tion-makers did not face the facts of Chinese politics but drew up a theoretically perfect 
plan based on European models. The first provisional constitution included a weak 
presidency. 

During the next few years a National Assembly, overwhelmingly Kuomintang in 
character, attempted to organize a republican regime on paper while the actual power 
was held by the military leader, Yuan Shih-k’ai, who aimed at complete dictatorship 
and at becoming an emperor. With the collapse of central authority after Yuan’s death, 
two principal governments, one at Peking and one at Canton, each claimed constitu- 
tional authority. Meanwhile, in some provinces the local authorities manifested their 
autonomy by drawing up individual provincial constitutions. 

Chapter ii, “Constitutionalism vs. Military Feudalism,” continues the story of 
constitution-making during the period when the Peking government was dominated 
by militarists and the followers of Sun Yat-sen were gathering to establish a new re- 
publican government in the south. The “Peking New Preliminary Draft of 1919” was 
followed by Ts’ao Kun’s draft “Constitution of 10 October, 1923.” The author sum- 
marizes the work of these early constitution-writers in the following statement: “The 
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introduction of purely western governmental machinery and practice in China by these 
early constitutional reformers was idealistic rather than practical.’’ 

The present government of China bases its ideology on the doctrines of Sun Yat-sen. 
In Chapter iii, “The Birth of a New Constitution,” Dr. Pan shows that these doc- 
trines “form the extra-judicial constitution of the National Government of China’’s and 
provide a program of attaining constitutional government through two preliminary 
stages of military rule and political tutelage. 

The Kuomintang government has operated under an “Organic Law” which was 
first promulgated at Canton in 1925 and became effective in 1927. This has subse- 
quently been revised and expanded seven times. Meanwhile, a ‘Provisional Constitu- 
tion of the Political Tutelage Period” was promulgated in 1931. 

“This Provisional Constitution was to be the law of the land until it would be 
superseded by a permanent Constitution, when more than one-half of the provinces 
have been adjudged sufficiently educated and qualified for self-government. During 
this political tutelage period, the National Congress of the Kuomintang was the su- 
preme power in China and the Central Executive Committee of the Kuomintang pos- 
sessed the power to interpret the Provisional Constitution.”* Thus the author sum- 
marizes the Kuomintang control of the National Government. But he does not mention 
the significance of the one-party system thus established. 

During the year immediately preceding the Japanese invasion of China, under the 
leadership of Dr. Sun Fo, progress was made in the direction of drafting a permanent 
constitution. Such a constitution was to be adopted after local self-government had 
been achieved and the people considered ready for a termination of the period of politi- 
cal tutelage. 

Drafting was carried on by several committees and resulted in what is known as the 
“Legislative Yuan Draft” of 1934. Based on this “Legislative Yuen Draft” a final draft 
known as the “Double Fifth Constitution” was proclaimed on May 5, 1936, and was 
intended to be submitted to the People’s Congress which was to meet at the end of 1936. 

Chapter iv, “The Five Power Constitution,” is devoted to a discussion of the draft 
of May 5, 1936. In this Dr. Pan discusses the basic principle of Sun Yat-sen, whereby 
the political power of the people, as the fundamental authority in the Chinese state, is 
differentiated from the administrative or governing power of the officials organized as 
a government. This basic idea is carried out through the institution of a People’s 
Congress which is comparable to the Supreme Soviet of the U.S.S.R. As provided for in 
the 1936 draft constitution this People’s Congress is a large unwieldy body of some 
1,400 members which is to convene once in three years for one month only. Elected by 
direct and secret suffrage for a period of six years, the Congress has powers of electing 
the President, Vice-President, head of the Control or Censor Yuan, and the members of 
the Legislative Yuan. Other powers include: recall of high officials, initiative, referen- 
dum, and amendment of the constitution. 

In addition to the Executive Yuan with the President of the Central Government as 
its “titular head,” the organization includes: the Legislative Yuan, a non-policy- 
making and restricted legislative body ; the Judicial Yuan, appointed by the President; 
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plus two branches of government which only in China are ranked among the five equal 
divisions of government. These are the Examination Yuan appointed for three years 
by the President to exercise examining powers in the recruitment of civil servants; and 
the Control Yen with its chief function being “to attend to impeachment, discipline 
and punishment of public functionaries.” 

Education has been traditionally of great importance to the government in China. 
The aim of the Republic according to the 1936 constitution is “to develop a national 
spirit, to cultivate a national morality, to train the people for self-government and to 
increase their ability to earn a livelihood, and thereby to build up a sound and healthy 
body of citizens” (art. 131). But this constitution goes further than to state a general 
purpose. It includes various detailed regulations even concerning such matters as local 
budgets and age limits for elementary school education. 

The centralized character of government under the 1936 constitution is defined by 
the statement that “Provincial Governments are subordinate branches to the Central 
Government, having no sovereignty in themselves.’’"* Governors are appointed for a 
term of three years and are removable by the Central Government. In each district 
and municipality, councils and magistrates are to be elected by the citizens in a general 
district meeting. Magistrates, however, must pass a civil service examination before 
being eligible for election. Dr. Pan’ sees nothing wrong in this tendency towards com- 
plete centralization and extols the emphasis upon uniformity of local self-government 
and the desirability of a system which “would be far more efficient than local govern- 
ment systems of many other countries.”* He makes no comparison between this trend 
in Chinese government and other systems involving more direct popular participation 
in local government, nor does he indicate any appreciation of the values of govern- 
ments which may respond to the peculiar preferences of various localities and which in 
so doing give evidence of a more democratic procedure. 

Chapter v, “The People’s Political Council,” is devoted to a history of the wartime 
assembly which was specially organized “in order to unify the national strength, to 
utilize the best minds of the nation and finally to facilitate the formation and execution 
of national policies.”** This Council was chosen by the Central Executive Committee 
of the Kuomintang from among candidates nominated by local branches of the party 
and by the party’s Supreme Defense Council. Thus this body was another evidence of 
one-party government in China. But, on the other hand, it was also a step in the direc- 
tion of representative government to a degree that previous assemblies had not been. 
“It was perhaps the first time in Chinese history that practically all classes were repre- 
sented in a political gathering.” 

A new revision of a draft constitution was completed in March, 1940, and was 
the subject of lively debate in the People’s Political Council, especially on the matter 
of the inclusion of a “People’s Assembly” in the governmental structure and the rela- 
tion of such an assembly to the Legislative Yuan. 

In his final chapter Dr. Pan brings in reference to the old traditional ideology of the 
Confucian scholars. This might better have been placed in the introduction. Statements 
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concerning “popular sovereignty” as “the traditional belief and teaching of the Chinese 
people,” and concerning the state as “one large family,” and citation of the ancient 
classics as evidence of “a constitutional form.of government” before 255 B.c.” show a 
conservative belief in Chinese traditionalism and would seem to indicate that the au- 
thor does not thoroughly appreciate the significance of such terms as “popular sover- 
eignty” as they are applied in the West. 

Dr. Pan rightly states that “China’s governmental machinery must be suited to the 
character and condition of the people for whom it is designed.”*s But his arguments are 
not convincing that the Kuomintang policy of Sun Fo and Chiang K’ai-shek, which he 
attempts to justify, is the best and only one for China. 

Nevertheless, Dr. Pan’s work includes details of history, forms, and current prob- 
lems of constitutional evolution in China which make it of great value for the student 
of government and constitutional law. 

Woopsrince BincHau* 
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